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A Message from the 
President of FGAA 


IT WAS only a little over six years ago that the Federal Govern- 
ment Accountants Association was organized. At the time of 
organization many government accountants in Washington had 
general ideas on education in the field of accounting and financial 
management in the federal government. Accordingly, we started, in 
a small way, to have monthly meetings where speakers discussed 
a particular phase of the total problem. 

About two years ago it became increasingly obvious that we 
owed more than this to our members, to the federal government, 
and to the taxpayers. It was recognized that we were growing 
rapidly. The organization included over two thousand members 
and twenty chapters, and the accomplishment of our aims neces- 
sarily became an important task of much larger proportion than 
originally. Recognizing this situation, we are attempting this year 
to consolidate our gains of the past and to build a sound founda- 
tion for the future. 

The first positive step in this direction was the reorganization of 
the Association whereby the national office in Washington, D.C., 
was separated from the Washington chapter. This separation allows 
the Association officers to concentrate on the problems of all the 
members and chapters instead of limiting this attention to the 
Washington group as was previously the case. It also provides for 
wider representation on the Association Executive Committee so 
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that the views of all chapters can be heard. Subsequently, we ob- 
tained the services of an executive secretary-treasurer and we started 
the monthly publication FGAA News Notes. 

Another forward step, even more important, is the consumma- 
tion of the co-operative agreement whereby the Association and 
Cornell University’s Graduate School of Business and Public 
Administration are now publishing, at quarterly intervals, The 
Federal Accountant. This is the first issue under the joint agree- 
ment. Subsequent issues will be published in June, September, 
December, and March of each year. 

It is the hope of the Association that through its Editorial Com- 
mittee and Cornell University the general quality of the publica- 
tion will be improved by the joint agreement. 

The three coeditors are unusually well qualified for their tasks. 
They are all Certified Public Accountants and two of them also 
hold Ph.D. degrees. In addition to the editors, a five-man Editorial 
Committee will formulate general editorial policy and critically 
examine each issue after publication. Further, a Cornell Advisory 
Board will review each article before publication and will assist 
us in the production of a quality journal. 


Rosert W. KING 


Tr 


Sixth Annual Symposium 


THE 1956 Symposium of the Federal Government Accountants 
Association was held in Washington on Tuesday, October 30, 
1956. The technical sessions during the day were attended by about 
1,050 members and others, and the annual banquet by 325 mem- 
bers and guests and their wives. 

The theme of this year’s symposium was “Trends in Auditing: 
Government and Business.” Four prominent speakers discussed this 
subject from the point of view of the government, the colleges, 
the public accounting profession, and industry. 

Frank H. Weitzel, assistant comptroller general of the United 
States, addressed the morning session on “How the General Ac- 
counting Office Looks at Auditing in the Government.” He was 
followed by Paul M. Green, dean, College of Commerce and Busi- 
ness Administration, University of Illinois. His subject was 
“Trends in Accounting and Auditing Education.” A luncheon 
was held for the speakers and the officers of the Association during 
the noon recess. Donald J. Bevis, partner, Touche, Niven, Bailey 
and Smart, spoke in the afternoon session on “Recent Develop- 
ments in Auditing Techniques.” The final speaker was William 
R. Davies, director, Audit Division, United States Steel Corpora- 
tion. He spoke on “Auditing and Its Development in the United 
States Steel Corporation.” These papers are published in this 
issue. 

The vice-presidents of the Association presented the speakers and 
presided at the technical sessions. William A. Newman, Jr., opened 
the day session with a short welcome address. Henry A. Wallace 
presided at the morning session and Col. Walter R. Jeffrey at the 
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afternoon session. Martin C. Powers was introduced as the new 
executive secretary-treasurer of the Association. Robert W. King, 
president, presided at a short business meeting and at the annual 
banquet. The banquet was held in the evening in the Hall of 
Nations of the Hotel Washington, preceded by a reception for the 
speakers and other distinguished guests. 

The annual meeting of the Executive Committee, composed of 
the national officers and chapter representatives, was held on 


Monday preceding the symposium. Every chapter was represented, 
including the Tokyo chapter. 


The members of the committee on arrangements did an out- 
standing job of planning a most instructive and interesting pro- 
gram for the symposium. 

Committee on Arrangements 


Elmer S. Frazier, chairman 


Laurence W. Acker Harry Maerker 
Paul L. Appleman Delia E. McDermott 


Andrew Barr Jesse M. Merrill, Jr. 
John S. Bartlett M. Raymond Miller 
Emmett S. Clifford William A. Newman, Jr. 
Raymond Einhorn Simmons B. Savage 
Harold R. Gearhart Sidney Wolf 

D. J. Harrill Myer R. Wolfson 


Robert W. King, president 
Karney A. Brasfield, past president 


Participants in the Sixth Annual Symposium 


Left: Frank H. Weitzel, assistant comptroller general of the United States. Cen- 
ter: Paul M. Green, dean, College of Commerce and Business Administration, 
University of Illinois. Right: Donald J. Bevis, partner, Touche, Niven, Bailey and 
Smart. 


Left: William R. Davies, director, Audit Division, United States Steel Corpora- 
tion. Center: Robert W. King, Housing & Home Finance Agency; president, 
F.G.A.A. Right: Henry A. Wallace, Air Force auditor general; vice-president, 
F.G.A.A. 


Left: Col. Walter R. 
Jeffrey, Army Audit 
Agency; vice-president, 
F.G.A.A. Right: William 
A. Newman, Jr., General 
Accounting Office; vice- 
president, F.G.A.A. 
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Frank H. Weitzel 


| How the General Accounting 
Office Looks at Auditing 


in the Government 


The comprehensive audit approach, its application and its benefits, 
as employed by the General Accounting Office is considered early in the 
article. There follows a discussion of the audit of contracts and certain 
of the factors the auditors observe in an evaluation of the manner in 
which a contracting agency and the contractor have discharged their 
financial obligations to the government. In addition, attention is given 
to the function of the General Accounting Office with regard to the 
following: central audits, audit reports; use of electronic equipment; 
organizational realignment of accounting, auditing, and investigative 
functions; audits of defense activities; internal auditing; and agency 
management responsibility for internal auditing. 

Mr. Weitzel is assistant comptroller general of the United States. 


DURING the past few years auditors have increasingly turned 
their faculties for appraisal and criticism upon their own field, in 
government, public accounting, and business. Educators and 
authors have recognized the need for new approaches and new 
techniques and have tried to fill this need. In the process the status 
and stature of the auditor have grown. 

Six years ago, I said that the Federal Government Accountants 
Association would be the wellspring from which those charged with 
official responsibility for accounting in government could draw 
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inspiration and a fresh approach to our complex accounting prob- 
lems. That wellspring has broadened into a deep and full-flowing 
river. Its contribution has been the richer because of the continued 
interest of people like Bob King, who was the first president of the 
Association and is now president of the national organization, and 
Paul Green, one of the first vice-presidents and a speaker at this 


symposium. 
BACKGROUND FOR PROGRESS 


Not only was the Federal Government Accountants Association 
new six years ago, but the Joint Program to Improve Accounting 
in the Federal Government was less than three years old; and the 
Budget and Accounting Procedures Act of 1950 and the Post 
Office Department Financial Control Act of 1950 had just been 
enacted. The comprehensive audit program of the comptroller 
general had just started as a part of the Joint Accounting Program. 
All five of these placed stress on auditing, both on the external 
auditing by the General Accounting Office as the agent of the Con- 
gress and on the internal auditing in the agencies as an arm of 
agency financial management. 

The Secretary of the Treasury, the comptroller general, and the 
director of the Bureau of the Budget took an unprecedented step 
on January 6, 1949, when they approved the policy guides and work 
schedule for the Joint Accounting Program. In so doing, they em- 
phasized both their philosophy and their agreement that there 
must be an audit independent of the executive branch which will 
give appropriate recognition to necessary features of internal audit 
and control and that properly designed accounting systems are vital 
to the effectiveness of such independent audit. 

The Budget and Accounting Procedures Act provided that the 
financial transactions of each agency should be audited by the 
General Accounting Office. It required the comptroller general, in 
determining both the auditing procedures to be followed and the 
extent of examination of vouchers and other documents, to give 
due regard to generally accepted principles of auditing, which 
would include consideration of the effectiveness of accounting 
organizations and systems, internal audit and control, and related 
administrative practices. In balanced relationship to these pro- 
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visions, the systems of accounting and internal control which the 
executive agency heads were directed to establish and maintain 
were required to be designed so as to provide effective control over 
and accountability for all funds, property, and other assets for 
which the agency is responsible, including appropriate internal 
audit. 

Similar provisions were included in the Post Office Department 
Financial Control Act, both as to the Department’s internal audit 
and as to the external audit by the General Accounting Office. 

Both of these acts gave support to the comprehensive audit pro- 
gram of the comptroller general, announced in October 1949, 
which recognized that the accounting and internal control pro- 
cedures of the agencies are the basic points for effective control 
of the government’s financial operations and which declared that 
the policy of the General Accounting Office would utilize audit 
processes based both upon an evaluation of accounting systems and 
upon the effectiveness of related internal controls in the agencies 
at the site of operations. 

One of the chief objectives of the Association, of course, is to 
aid in the improvement of accounting and auditing in the federal 
government through the advancement of accounting principles 
and conventions and of auditing standards in their application to 
the government's operations. Its first symposium, in January 1952, 
when Walter Frese was president, was on the subject of internal 
control, and Eric Kohler spoke on essential elements in a program 
of internal audit. 

All of these developments that more or less converged in late 
1950 have had a significant bearing on the trends in auditing in the 
government. Let us see what some of those trends have been, in 
terms of the independent audit by the General Accounting Office, 
the internal audits in the agencies, and the relationships between 
the two types of audit. 


GENERAL ACCOUNTING OFFICE AUDITS 


From the beginning, external auditing of government agencies 
was carried on largely by a centralized voucher examination. This 
called for agencies to send their financial documents to the General 
Accounting Office, or its predecessors, for audit. From these docu- 
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ments, it could be reasonably ascertained whether the transactions 
were legally in order—that is, whether the appropriation charged 
was available for the purpose—and other determinations as to the 
propriety of the transactions could be made. The General Ac- 
counting Office recognized that this procedure left a lot to be 
desired from an auditor’s point of view, but it was not until after 
World War II that the Office was able to materially expand the 
scope of its audit work, although it had decentralized the audit 
of the cost-reimbursement type of contract during the war. 

In 1945, the Government Corporation Control Act brought all 
government corporations under the audit jurisdiction of the comp- 
troller general. It required that he make an annual commercial- 
type audit of each corporation and report the results of his audits 
to Congress. The comptroller general established the Corporation 
Audits Division to perform public-accounting-type audits of the 
government corporations and attempted to staff the Division with 
qualified accountants who had public accounting experience. The 
success of the Division, evinced in part by the favorable way in 
which the Congress received its reports, encouraged the comptroller 
general, in 1949, to establish the comprehensive audit approach for 
government agencies. 


COMPREHENSIVE AUDIT APPROACH 


The general objective of the comprehensive audit is to deter- 
mine how well an agency has discharged its financial respon- 
sibilities. There are five basic determinations which must be made 
in applying the full comprehensive audit: 

(1) That the agency is carrying out only those activities or pro- 
grams authorized by the Congress and is conducting them efficiently 
and in the manner authorized. 

(2) That expenditures are made only in the furtherance of 
authorized activities and in accordance with the requirements of 
applicable laws and regulations, including the decisions of the 
comptroller general. 

(3) That the agency collects and accounts properly for all 
revenues and receipts arising from its activities. 

(4) That the assets of the agency or those in its custody are ade- 
quately safeguarded, controlled, and utilized in an efficient manner. 
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(5) That reports by the agencies to the Congress and to the cen- 
tral control agencies, such as the Bureau of the Budget, disclose 
fully the nature and scope of the activities conducted and provide a 
proper basis for evaluating the agencies’ operation. 

In order to make these determinations and to take the actions 
which may be necessary, the comprehensive audit includes: 

(1) A study of the pertinent laws and legislative history, in order 
to ascertain congressional intent as to the purposes of the activities 
engaged in by the agency, their intended scope, the manner in 
which they are to be conducted, and the extent of the agency’s 
authority and responsibility. 

(2) A review of the policies established by the agency (and to the 
extent applicable, by the central control agencies) to determine (a) 
whether they conform to the intent of Congress, and (b) whether 
they are designed to carry out the authorized activities in an ef- 
fective and efficient manner. 

(3) A review of the procedure, practice, form of organization 
(particularly as to the segregation of duties and responsibilities), 
and system of reporting, review, and inspection, as well as other 
elements of internal control to determine whether they (a) provide 
reasonable assurance of control over expenditures, receipts, reve- 
nues, and assets; (b) assure the accuracy, reliability, and usefulness 
of financial data, including the budget statements and supporting 
data presented to the Bureau of the Budget and the Congress; (c) 
promote operational efficiency; (d) result in adherence to pre- 
scribed policies; and (e) assure compliance with the requirements 
of applicable laws, regulations, and decisions. 

(4) A review and analysis, by activities, of receipts and revenues, 
expenditures, and the utilization of assets, together with all related 
control processes as a basis for evaluating the effectiveness with 
which public funds are applied and properly utilized. This will 
include comparisons of performance with budget estimates and also 
with results of prior periods and evaluation of costs of performance 
in relation to accomplishments. 

(5) The examination of individual transactions, the confirmation 
of balances with debtors, creditors, and depositaries, and the physi- 
cal inspection of property, to the extent necessary to determine 
whether (a) transactions have been consummated in accordance 
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with applicable laws, regulations, and decisions and have been cor- 
rectly classified; (b) resources and financial transactions have been 
properly accounted for; and (c) control processes of the agency are 
functioning effectively. 

(6) The exploration and full development of all important de- 
ficiencies encountered and the presentation of appropriate recom- 
mendations for corrective action by the agency heads and, where 
needed, by the Congress or by the control agencies such as the 
Bureau of the Budget, the Civil Service Commission, and the 
General Services Administration. This will include the reporting of 
any programs undertaken or transactions completed without au- 
thority of law disclosed during the audit as well as the stating of 
exceptions against accountable officers and the making of collec- 
tions resulting from illegal or otherwise improper expenditures. 

Some might wonder how such a broad audit program for non- 
corporate government agencies got off the ground in 1949, before 
the new accounting and auditing legislation of 1950. The answer 
lies in other laws which govern the operations of the General Ac- 
counting Office. The Budget and Accounting Act of 1921 required 
that the comptroller general investigate all matters relating to the 
receipt, disbursement, and application of public funds. Other 
pertinent authorities were the expenditure analysis provisions of 
the Legislative Reorganization Act of 1946 and the property audit 
provisions of the Federal Property and Administrative Services 
Act of 1949. 

The comprehensive audit has been extended widely in our 
audits of government agencies. In departments such as Agriculture 
and Interior and agencies such as the Atomic Energy Commission, 
practically all of our audits are of the comprehensive type; this is 
exclusive of the audit of payments for freight and passenger trans- 
portation furnished to the government. This part of our audit 
continues to be performed for all agencies in our Transportation 
Division in Washington by a corps of highly trained specialists. 

I do not wish to leave the impression that the comprehensive 
audit is universal or that it can be so in the near future. For one 
thing, to attempt this with the acute shortage of professionally 
trained auditors would indeed be, as Shakespeare put in Macbeth’s 
mouth, “vaulting ambition, which o’erleaps itself.” Rather, we are 
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in a period of transition between the older, centralized audit, which 
is still applied to some of the civilian agencies and to military dis- 
bursing officers’ accounts not handled on a comprehensive or site 
audit basis, on the one hand, and the more advanced pattern of 
carrying out the work at the site of agency operations and record- 
keeping, on the other. 

In addition to the shortage of personnel, the need for an orderly 
transition, from the standpoint of some of our audit personnel and 
from the standpoint of the accounting and financial management 
operations of the agencies, has been an important factor in the rate 
of expansion of the comprehensive audit. We have been influenced 
in part by the relative need of particular areas for comprehensive 
audit treatment and in part by their adaptability to such treatment, 
as in the case of business, industrial, and financial activities. So the 
comprehensive audit approach may cover a whole agency, an im- 
portant segment or program area, or a particular installation such 
as an arsenal or naval shipyard. The complete comprehensive audit 
concept has been adapted into modified but consistent general 
survey and limited review techniques. 

The future expansion of our comprehensive audits will continue 
to depend upon the rate at which we can augment our staff of 
qualified auditors. The Office of Staff Management, however, which 
was created during the recent realignment within the General 
Accounting Office that I shall discuss later, is responsible for re- 
cruiting qualified accountants. We are confident that the increased 
emphasis which this group is placing on recruitment will yield 
constructive results, which will permit us to apply the compre- 
hensive audit in more areas. 

In making the determinations involved in our new audit ap- 
proach, we are compelled to evaluate activities in practically all 
areas of operations within an agency. For example, we are concerned 
with the efficient utilization of personnel; this can be evaluated 
by reference to work-load statistics or to the comparison of staff- 
ing patterns for similar offices within an agency. We recently 
observed that an office had a high ratio of clerical employees to 
total personnel and also that there was an apparent overstaffing of 
supp!y personnel. When we informed agency officials, reductions 
in personnel in these areas resulted in savings of $125,000 a year. 
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In another case, sick leave was being abused. The immediate — 


supervisor was given authority to grant leave; however, this did 
not provide adequate control. In addition to a report to the Con- 
gress, we made certain recommendations, most of which were ac- 
cepted by the agency. The use of sick leave at a large group of 
offices in that department has decreased at the rate of over two 
million hours a year since we made our report. At the request of 
the House Post Office and Civil Service Committee, the Bureau 
of the Budget arranged for a self-audit of leave administration in 
other government departments and agencies. 

We are interested in determining whether the policies and pro- 
cedures within an agency result in carrying out the duties of that 
agency in the most economical and efficient manner. In our audit 
work on one agency we noted that fire insurance was paid by the 
government on commodities for a period of time after they had 
become the property of the government. This was done in com- 
pliance with prescribed procedures. When we notified manage- 
ment, however, certain procedures were changed which resulted in 
savings of $400,000. Even more important is that benefits will 
probably continue to accrue in the future. 

Determining whether there is effective utilization of equipment 
is another facet of the comprehensive audit. Our audit findings 
and recommendations were, we feel, partly responsible for annual 
savings of about $1,744,000 which will accrue to the government 
through the reduction of equipment and related expenses, brought 
about by a cost-sharing arrangement between the United States 
and a subsidiary government. 

The investment of excess funds is another area to which we are 
exposed in performing a comprehensive audit, survey, or review. 
In one case, an overseas disbursing officer received large sums as a 
result of aid operations in a foreign country. Most of these funds 
were in excess of immediate requirements and were deposited in a 
regular checking account earning a very small rate of interest. We 
recommended that the excess funds be placed on time deposits 
which would bear interest at a considerably higher rate. As a result, 
additional interest of over $150,000 had accrued to April 30, 1956. 

Because the comprehensive audit approach goes beyond the 
examination of accounting records, some agency officials have asked 
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whether we are setting ourselves up as efficiency experts in fields 
which are foreign to us. We are not equipped by talent, nor are we 
clothed with authority, to tell operating people within the agencies 
how their affairs should be run. It is heartening to note that the 
apprehension with which the managements of some agencies 
originally viewed our audit has disappeared when they realized 
that we are working toward objective and long-range improve- 
ments. 

A good example of the agencies’ acceptance of the broader audit 
approach arose when requisitions amounting to $85,000 were can- 
celed as a result of our limited test at a European depot. Our test 
then served as a basis for a more detailed review by depot personnel, 
which resulted in the cancellation of requisitions totaling approx- 
imately five million dollars. 

These savings illustrate some of the results of applying com- 
prehensive audit techniques in government agencies. Naturally, 
many of our findings resulting from such applications are not 
susceptible to monetary evaluations, but they can lead to better 
financial management which, in turn, will result in savings to the 
government. For instance, we discovered certain deficiencies in the 
audit of supply activities at various overseas depots. We noted 
inaccuracies in stock records, a lack of adequate storage facilities, 
inefficient use of available space, improper maintenance of equip- 
ment and supplies, excessive returns from using units, substantial 
adjustments to inventory records, and delays in action with regard 
to unserviceable stock. After we reported these findings to proper 
officials, the replies to our letters were responsive and promised 
aggressive action to correct the deficiencies. 

In many cases, when our auditors note deficiencies during their 
evaluation of the accounting system of an agency, the agency staff 
and our systems accountants will conduct a joint study of the prob- 
lem; the results have been gratifying and reflect teamwork of the 
highest degree. 

I do not mean to imply that — in financial man- 
agement and savings in government agencies are brought about 
only by General Accounting Office audits. Our audit efforts are 
only one facet of an even larger effort to improve governmental 
administration through improved financial administration which 
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is constantly going on in the individual agencies, in the executive 
branch as a whole, and in the Congress. The actions of individual 
agencies toward better financial management can have a great im- 
pact on our audit and can contribute to the total result of increased 
efficiency and savings to the taxpayer. 


CONTRACT AUDIT 


The audit of payments under cost-type contracts at the site 
represented a major change in audit patterns brought about by 
the tremendous volume of expenditures in World War II. The 
move to perform this work in contractors’ plants began in 1942 and 
has continued ever since. 

During the past few years significant changes have been made in 
our contract audit program, as a part of the continuous adaptation 
of our audit methods to changing conditions and problems. I am 
referring to our examination of operations under contracts, both to 
evaluate the effectiveness of the contracting agency’s administra- 
tive procedures, including internal audit, and to appraise the 
contractor’s performance. General Accounting Office audits are 
based on the government’s direct financial interest in the con- 
tractor’s operations where the amounts paid under the terms of the 
contract depend upon the cost of performing that contract. 

Up until a few years ago most of the contracts used by the govern- 
ment either provided for a firm fixed price or for cost reimburse- 
ment. Frequently, the cost-reimbursement type was used temporar- 
ily in a particular operation until there was sufficient cost exper- 
ience to permit negotiation of a firm fixed price. Under these two 
major categories of contractual arrangements, much of the General 
Accounting Office audit effort was devoted to determining the 
allowability of costs under cost-reimbursement type contracts. 
Under this type of contract the amount paid by the government 
was more directly dependent upon the costs incurred by the con- 
tractor, and thus the government had a more direct financial in- 
terest in those costs. 

In recent years, however, particularly in the military services, 
various types of contracts have come into prominent use which 
provide for adjustable prices. These contracts, and the greater 
emphasis which has been placed in our audit on efficiency of oper- 
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ations under cost-type contracts, have resulted in significant changes 
in our audit programs. 

The new types of contracts fall into two general groups. First, 
there are price-redetermination contracts, which frequently pro- 
vide for adjustment of the contract prices after an initial produc- 
tion period to obtain cost experience; and a revised price may be 
established for subsequent deliveries. The latter price continues 
in effect until and unless either party to the contract requests a 
redetermination. 

The second major category is the incentively priced contract. 
This contract provides for the negotiation of a target price early 
in the contract period based on the estimated costs to be incurred 
plus a basic profit allowance. A final price is negotiated after the 
completion of the contract. This price is based on the cost actually 
incurred in the performance of the contract, and the profit factor 
is adjusted on the basis of the relationship between the actual 
costs incurred and the estimated cost which had been incorporated 
in the target price. During the Korean emergency, and since that 
time, the price redetermination and incentively priced forms of 
contracts have been used for the major part of military procure- 
ment. Our audit efforts have therefore been redirected to give 
major attention to these forms of contracts. 

Primary emphasis is devoted to active contracts, which afford the 
greatest opportunities for constructive benefit to the government’s 
procurement program. Priority is given to those contracts under 
which optional repricing is available and which are currently in a 
production status, when repricing is permissible and may be found 
to be advisable. We are vitally interested in the effectiveness with 
which the agency administering the contract keeps itself informed 
of production cost trends and with which it is enabled, by using 
and evaluating information submitted by contractors, to properly 
exercise its repricing options. Priority is also given to those con- 
tracts which will continue in production for some time, since any 
improvements in the operations resulting from our audit work 
will provide greater benefits. We are, of course, concerned with the 
efficiency with which a contract is performed, because under both 
price-adjustment and cost-type contracts the government has a 
direct financial interest in the costs incurred. 
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Our current contract audit program places emphasis on prompt 
reporting, at operating levels, of matters which appear to require 
attention. Many questions arising in our examination are satis- 
factorily resolved through discussions with operating personnel. 
Many, on the other hand, disclose matters on which it is mutually 
agreed that corrective action is warranted and necessary. Our basic 
objective is to evaluate the manner in which the contracting agency 
and the contractor have discharged their financial responsibilities 
to the government. We have an equal interest, however, in assisting 
both the agency and the contractor in every way possible so that 
they may attain complete fulfillment of their responsibilities. 

Other examples of matters we consider in our audit programs 
are: the circumstances under which costs were incurred, the effec- 
tiveness with which they were controlled, the need for the materials 
or services bought, controls over materials and property, personnel 
requirements and utilization, payroll procedures, allocation of 
costs between commercial and government work, and other matters 
bearing on an evaluation of the performance of the agency and the 
contractor in the financial administration of the contract. 

In one case, which illustrates another area of activity, overhead 
cost data submitted by the contractor indicated a decrease in cost of 
$450,000. This would have substantially decreased the cost to the 
government; however, the data was not used by the contracting 
agency during price redetermination. Proper action was taken by 
the agency to prevent a recurrence of the situation. 

The use of negotiated contracts for procurement requires that 
all known factors affecting costs which are available to the con- 
tractor be made available to the contracting agency. We noted in 
one case, however, that cost experience under a redeterminable 
contract was furnished to the contracting agency only up to the 
cut-off point established’for price redetermination. Since repricing 
negotiations are frequently not conducted until several months 
after the cut-off point, the contractor but not the contracting agency 
has the knowledge of costs incurred during this interim period. 
We requested that the contractor submit data to the agency con- 
cerning cost incurred during the interim period. This data indi- 
cated a reduction of about four million dollars from his original 
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price redetermination proposal, and hence the contracting agency 
was able to negotiate a substantially lower contract price. 


CENTRAL AUDITS 


Even in those audits which are still centralized, we are directing 
attention to the pattern of transactions, the underlying procedures, 
and the need for revising and strengthening such procedures. 

Our audits of payments to military personnel are carried on at 
the Army, Navy, and Air Force Audit Branches at Indianapolis, 
Cleveland, and Denver, respectively. Over ten billion dollars is 
expended annually for pay and allowances of service personnel. We 
noted and questioned numerous payments, totaling almost ten 
million dollars over a period of several years, which were made to 
military personnel for transportation of their dependents under 
circumstances which presented reasonable doubt as to whether 
travel had been performed or whether the travel performed was for 
the purpose of establishing a bona fide residence. Recoveries by the 
military departments during the fiscal year 1956 were in excess of 
$1,500,000, and corrective measures have been taken to preclude 
further improper payments. 

Our audit disclosed that there were also overpayments for lump- 
sum leave to service members amounting to over $1,500,000 in the 
fiscal year 1956, and the services have undertaken procedural 
changes to strengthen administrative controls. 


REPORTS 


One of the indicia of the trends in General Accounting Office 
auditing is the increasing number of audit reports issued by the 
Office. More and more, the nature and manner of our audit opera- 
tions are lending themselves to the preparation of a report. Most 
of the laws under which we work do not specify how, or to whom, 
the results of our audits shall be reported. In the absence of specific 
directions, we send reports to Congress or its committees when 
they contain recommendations for legislative action or when they 
contain information which may be of interest, concern, or use to 
the Congress or the committees. Audit reports sent to the Congress 
are first reviewed with agency officials, and copies of such reports 


lire 
itis- 
nel. 
ally 
ASIC 
ncy 
ties | 
ing 
hat 
fec- 
ials 
nel 

of 
ters 
the 
ead 
t of 
the 
ing 

by 

hat 
on- 
in 
ble 
the 
ing 
ths 
ancy 
od. 
on- 
\di- 
nal 


20 THE FEDERAL ACCOUNTANT 


are furnished to the President, the director of the Bureau of the 


Budget, and appropriate agency officials. Audit reports containing — 
findings and recommendations not sufficiently significant to be sent © 


to the Congress are transmitted to agency officials. 

In the fiscal year 1946, four audit reports were sent to the Con- 
gress. This number had grown to thirty by fiscal 1951 and eighty- 
six by fiscal 1956. In addition, in the last year 198 reports were 
rendered to agency management officials. These figures do not 
include the numerous reports on fiscal matters made to congres- 
sional committees and the voluminous correspondence with agency 
officials on situations encountered in our audits. | 


ELECTRONICS 


For many years the General Accounting Office has been in- 
terested in data-processing methods and other advanced scientific 
management methods and techniques. More recently it has been 
giving increased emphasis to the use of electronic equipment and 
procedures for achieving greater economy and efficiency in the 
systems, procedures, and paperwork involved in government opera- 
tions. The reader may know that many agencies have developed or 
are exploring the potentialities of these new processes. Assistance 
and advice is furnished to the agencies by a staff trained to apply 
the latest electronic processing methods and techniques to the 
accounting and auditing problems of the government. The Office 
has expanded its facilities for providing assistance and for conduct- 
ing research in this field. Some of the organizations with which we 
have worked are the Department of Defense, for inventories and 
payrolls; the Post Office Department, for payrolls and pay checks; 
and the Bureau of Public Debt, for savings-bond operations. We 
are also emphasizing our assistance and advice to internal audit 
groups with regard to the internal controls and the auditing of 
organizations using or planning to use electronic data processing. 
An example is the Air Force auditor general’s office, which is pre- 
paring its staff for the audit of Air Force depots and contractors 
which use electronic equipment. We have, of course, recognized at 
the same time the need for training our own auditors and account- 
ants in this area. 

We have worked with the Treasury Department and the Bureau 
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of the Budget in the development of an electronic data processing 


_ system for handling checks in the Treasury Department. This has 
e sent 


affected the check-reconciliation operations of the General Ac- 
counting Office, whose audit function has included the audit, 
reconciliation, and adjustment of balances in depositary accounts of 
disbursing officers. A conversion to the new system began in August 
1956 and is now actively under way. One of the basic features of the 
system is the consolidation of the former separate processes for pay- 
ing checks in the Treasury and their reconciliation in the General 
Accounting Office. When this conversion is completed over the 
next two years, so as to cover the 350,000,000 checks drawn annually 
by government disbursing officers on the Treasurer of the United 
States, it is expected that annual savings of over two million dollars 
will result in the operating costs of the General Accounting Office, 
the Treasury Department, and the Federal Reserve Banks. 


ORGANIZATIONAL REALIGNMENT OF ACCOUNTING, 
AUDITING, AND INVESTIGATIVE FUNCTIONS 


To strengthen our operations further, Comptroller General 
Campbell, who is a certified public accountant, has within the past 
year announced and put into effect an organizational realignment 
of the manner in which our accounting, auditing, and investigative 
functions are carried out. The major objectives are to provide 
better co-ordination of relationships with the executive agencies 
in these three functional areas and to place more emphasis on the 
development of accounting, auditing, and investigative policies and 
on the consistent application of those policies in our work. 

The responsibilities of the former Accounting Systems Division, 
Division of Audits, and the Office of Investigations are now carried 
out through the following five groups: 

(1) The Civil Accounting and Auditing Division, which is re- 
sponsible for all accounting, auditing, and investigative work in 
the civil agencies of the government. 

(2) The Defense Accounting and Auditing Division, which is 
responsible for all accounting, auditing, and investigative work in 
the Department of Defense. 

(3) The Field Operations Division, which consists of nineteen 
regional offices located in principal cities of the United States out- 
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side of Washington, each concerned with the performance of audit, 
investigative, and accounting work in its regional area. 

(4) The Office of Staff Management, which is responsible for staff 
matters such as recruiting, training, job assignments, and profes- 
sional career development of staff members generally. 

(5) The Accounting and Auditing Policy Staff, which is con- 

cerned with over-all accounting, auditing, and investigative policy 
problems, and with co-ordinating the operations of the four other 
accounting and auditing groups. 
The above groups exclude the Transportation Division, which 
is responsible for the highly specialized centralized audit, in Wash- 
ington, of bills and claims for transportation services to the govern- 
ment. They also exclude the European Branch, which is an inte- 
grated office which performs accounting, auditing, investigative, 
and legal work in the European area. In making these changes, 
the comptroller general emphasized that no basic changes in policy 
were contemplated. 

The same approaches to audit work are being followed under the 
realignment of activities, with increased emphasis on the con- 
structive aspects of reporting audit findings. Co-operative develop- 
mental work on accounting systems is being continued vigorously, 
and we are working closely with the Bureau of the Budget and the 
Treasury Department in carrying out the objectives of the Joint 
Program to Improve Accounting in the Government. In achieving 
greater co-ordination of our accounting and auditing functions, 
more attention is being given to the review and evaluation of exist- 
ing accounting and financial systems. 

The systems evaluation function is a requirement of the Ac- 
counting and Auditing Act of 1950. Our emphasis on such evalua- 
tions is not the result of a sudden change, but an emphasis which we 
have been developing for the last few years. We are still in the tran- 
sition period, as Walter Frese might designate it. It should be 
noted, however, that although evaluations of systems of accounting 
and internal control have been an essential part of our comprehen- 
sive audit program, they have not been fully integrated with our 
accounting systems work. The recent realignment permits better 
co-ordination of our systems and audit operating and policy func- 
tions. 
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Mr. Ellsworth H. Morse, Jr., was recently appointed director of 
the Accounting and Auditing Policy Staff and designated as the 
representative of the General Accounting Office for the Joint Ac- 
counting Improvement Program. To succeed him as director of the 
Civil Accounting and Auditing Division, the comptroller general 
has just announced the appointment of Mr. Adolph T. Samuelson. 
Mr. Lawrence J. Powers is director of our Defense Accounting and 
Auditing Division. 

The establishment of these two basic operating divisions has 
facilitated management in each of the respective areas, has pro- 
vided a single focal point for our relationships with each exec- 
utive agency, and has permitted greater emphasis on account- 
ing, auditing, and investigative work in the Department of Defense 
than has been the case in the past. 


DEFENSE AUDITS 


Some of the approaches we are using in the audit of defense 
activities are quite interesting, since the enormous expenditures 
and the broad scope of activities within the department make our 
task in this area tremendously important. The size of the military 
program is indicated by the fact that at the end of the fiscal year 
1955 unexpended balances totaled about $43,000,000,000, that over 
$33,000,000,000 was appropriated for the fiscal year 1956, and that 
actual expenditures during the fiscal year were about $36,000,000,- 
000. We are continuing to extend the comprehensive audit pro- 
gram to the Department of Defense; we have recently established 
an office in Tokyo to devote time primarily to military activities, 
and our European Branch has, since its establishment in 1952, 
spent the major part of its effort in the auditing and investigation 
of Department of Defense activities. 

Our reviews and evaluations include work in the fields of pro- 
curement and contracting, supply management, industrial and 
commercial-type activities, pay and allowances, operations at posts, 
camps, and stations, and the various aspects of financial manage- 
ment. Earlier, I mentioned some of our contract audit work; our 
audits of procurement activities of the Army, Navy, and Air Force 
include the evaluation of programming, budgeting, accounting, 
and reporting. 
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We are particularly interested, for example, in the management 
and operating controls for the development of requirements. The 
evaluations and tests include analysis of the practices followed in 
the computation of requirements, the reliability of such compu- 
tations, the procurement program followed in relation to these 
requirements, the methods used in the development and execu- 
tion of the procurement budgets, and the effectiveness of existing 
financial controls (including the accounting system) for serving 
management and the Congress. 

It is not a simple task to convince management that our interest 
lies in the evaluation of the systems or methods for the develop- 
ment of data used in reaching decisions and in the reliability of 
such data, as contrasted with the attempt to second-guess manage- 
ment’s judgment or decisions. During the audits of one of the 
technical services in the Army, for example, our findings are 
brought to the attention of the head of the service as they are 
developed, and monthly meetings are held to discuss the develop- 
ments of our audit. This takes place both at the field installations 
and at the headquarters level of the responsible commanding 
general. The Technical Service enthusiastically endorses this sys- 
tem because it is able to take corrective action immediately instead 
of waiting for the issuance of a report. As a result of these monthly 
meetings, the operating agency took immediate corrective action 
to reduce requirements for certain of its major items and to 
strengthen internal controls, even before our auditors had com- 
pleted the audit. As an example, our work led to the reduction of 
requirements for one item by about $36,700,000, and for another 
item by about $4,400,000. While there was no actual overprocure- 
ment of these items because of current appropriation and produc- 
tion limitations, we brought to their attention the necessity for 
strengthening internal controls. We have also made a number of 
recommendations, which are currently being considered by the 
Army, to simplify procedures for computing requirements. We feel 
that our initial approach in this area was probably viewed with 
apprehension by agency management; however, since our efforts 
proved to be directed toward objective improvements rather than 
solely to identifying deficiencies of management, this apprehension 
has been almost entirely dissipated. 
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The value of an independent review of the determination of re- 
quirements supporting expenditures has been further established 
by our experience in the Department of the Air Force. Since 1953, 
when we began with spare aircraft engines, which we have re- 
viewed periodically ever since, we have been examining the re- 
quirements for various items of aeronautical equipment. In the last 
year we have expanded our review of requirements to include spare 
airframe components, spare armament equipment, airborne elec- 
tronics equipment, and electronics test equipment. 

To illustrate the benefits of this activity, I will cite one or two 
examples from our review of spare engine requirements in the 
Air Force. 

In January 1955 the Air Force had contracted for about 2,500 
jet engines of a specific type and was processing the procurement 
of about two hundred more. These engines cost about $45,000 each. 
Our review of this program disclosed that the requirements for 
spare engines of this type had decreased significantly because of 
improved engine performance and a shorter pipeline. After we 
reported our findings to the responsible supply and procurement 
officials, a prompt review of the case was ordered, which resulted 
in a cancellation of about 1,800 engines. The net saving to the 
government from this action is between sixty and seventy million 
dollars. 

Later in 1955 our auditors reviewed the requirements for a new 
series of jet engines. The Air Force required delivery of a consider- 
able number of these engines extending through the calendar year 
1957. At the same time our auditors observed that a large number 
of such engines of an older series would not be needed during this 
period due to the normal loss of aircraft. Other information re- 
viewed by our auditors indicated that the older engines could be 
converted to the new configuration for substantially less than it 
would cost to produce a new engine. We reported these findings to 
the Department, which has ordered conversion of 110 older engines 
at a net savings to the government of over eight million dollars. 

In addition to these direct monetary savings, we feel certain that 
we have assisted the Air Force in improving its management and 
control of requirements. This we consider to be the most important 
phase of our work. At best an audit staff can examine only a small 
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portion of the requirements for military equipment and supplies; 
the major objective of our effort, therefore, is to help the agency 
develop effective internal controls. 

In the area of military procurement another example of our 
activities concerns surveys of procurement practices. These surveys 
deal with the initial negotiation and placement of contracts, many 
of which provide for the redetermination of prices after production 
cost experience has been obtained. The objective of this work is to 
determine whether the contracting agencies follow sound business- 
like methods to ensure that proper value is received for the vast 
sums spent for the procurement of military items. The general lack 
of effective competition and the circumstances under which these 
contracts and price redeterminations are negotiated require 
thorough evaluations of contractors’ proposals, effective negotia- 
tions, and close attention on the part of the military departments 
to the operating costs and the results under the contracts as the 
work progresses. Our reviews of these activities are aimed at eval- 
uating the practical results under these contracts, including inquiry 
into the underlying causes of weak or extravagant procurement 
practices and recommendations for curative measures. 

We have laid the groundwork for instituting, during 1957, a 
comprehensive audit of the entire military assistance program, on 
which our work, until recently, had consisted of surveys of limited 
scope. This will include a review of (a) programming in all its stages, 
ie., the basis of determination of materiel requirements by the 
Military Assistance Advisory Groups, review by the unified com- 
mands, review at Department of Defense level and by the military 
departments, determination of program adjustments based on 
budget limitations, programming criteria, and force goals; (b) 
supply, storage, and shipment of end items from excess reserves, 
common-item orders, or off-shore procurement; (c) the control over 
receipt and utilization; (d) the determination, recovery, and redis- 
tribution of excesses; and (e) costs and pricing. The capability of a 
country to utilize materials furnished and the degree of obsoles- 
cence of end-items furnished, based on the country’s assigned mis- 
sions, will be considered. Particular attention will be given to the 
reservation and transfer of Mutual Defense Assistance Program 
funds for common-item orders. 
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INTERNAL AUDITING 


The comprehensive-type audit is not unique to the General 
Accounting Office, for there is also a similar development in in- 


_ ternal auditing. The Statement of Responsibilities of the Internal 


Auditor prepared in 1947 by the Institute of Internal Auditors 
stated that internal auditing was concerned primarily with ac- 
counting and financial matters and that it might also properly deal 
with matters of an operating nature. However, the Institute has 
recently proposed the following revision to this statement so as to 
recognize today’s thinking and the trend in practices: “Internal 
auditing is an independent appraisal activity within an organiza- 
tion for the review of accounting, financial and other operations 
as a basis for service to management. It is a managerial control, 
which functions by measuring and evaluating the effectiveness of 
other controls.” 

I would like to call your attention to two reports within recent 
years which have emphasized internal auditing in the government. 
The Advisory Committee on Fiscal Organization and Procedures 
of the Department of Defense, established by Secretary Charles E. 
Wilson in 1953 (the “Cooper Committee” of which Paul Green 
was a member) recommended both a broadly conceived audit 
program and the promotion of a better understanding of the 
audit function at all levels in the military establishments. In the 
report of the second Hoover Commission on budgeting and ac- 
counting, there was a recommendation that the Bureau of the 
Budget and the General Accounting Office make an intensive study 
to determine the adequacy of internal auditing in government 
agencies and see what steps should be taken to improve it. In our 
October 26, 1955, comments to the House Committee on Govern- 
ment Operations we noted that in carrying out both our audit and 
accounting systems responsibilities we are continuously studying 
the adequacy of internal audit. Also, those recommendations de- 
signed to improve the quality and effectiveness of internal audit 
are made, when appropriate, through our regular reporting 
processes. 

The General Accounting Office has a deep interest in the de- 
velopment and furtherance of internal audit functions throughout 
the government. As auditors we give due regard to agency systems 
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of internal control, including internal audit, when conducting our 
examination. This is also a requirement of the Accounting and 
Auditing Act of 1950. If an effective internal audit is performed, 
our work in some areas is decreased considerably, thereby per- 
mitting us to concentrate on major areas which need attention. 
Some of the comments of the General Accounting Office on internal 
audit functions of various government agencies are included in the 
February 1956 report of the Senate Committee on Government 
Operations which was prepared from a review of audit reports of 
the comptroller general. This report points out that there is need 
for further improvements in the internal auditing performed by 
the administrative agencies. The Committee also urged that heads 
of agencies, their budget officers, and the committees of the Con- 
gress take appropriate action to overcome the obstacles that hinder 
the development of internal auditing in the federal government. In 
this same vein, the report states: 

As the quality of agency accounting improves, the amount of detailed 
auditing required to be performed by the General Accounting Office is 
reduced. This enables that Office to devote further effort and energy to 
appraising the over-all effectiveness of the discharge of the agencies’ 
financial responsibilities, and to supply the Congress with information 


needed in the appraisal of program operations, budgetary requests, and 
fiscal legislation. 


Most of the development in agency internal auditing, other than 
the audit of contractor operations, has taken place since 1950. Some 
agencies had internal auditing before 1950, such as the Federal 
Home Loan Bank Board and some of the government corporations. 
Agency management has become increasingly aware of the inade- 
quacies in systems of operation in providing safeguards at all 
operating levels for control over costs, expenditures, receipts, re- 
venues, and assets. The need for assurances that authorized pro- 
grams are being conducted in an effective, efficient, and economical 
manner has been recognized. The systems of internal auditing es- 
tablished to help meet this need of management vary as to their 
scope of authority, coverage, and date of establishment. Despite this 


1Review of Audit Reports of the Comptroller General, Sen. Report No. 1572, 
84th Congr., 2d sess. (Washington, 1956). 
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progress, there is a great need for more internal auditing and more 
effective internal auditing in the government. 

Space does not permit a recitation of the developments in all 
departments and agencies. I would like, however, to cite examples 
of the progress in internal auditing in a few departments, inde- 
pendent agencies, and corporations. 

In 1954 the Department of Agriculture, one of our older depart- 
ments, issued a “Statement on Internal Audit” to the heads of the 
Department’s agencies. This statement emphasized the Depart- 
ment’s position that internal auditing is a staff function completely 
independent of line operations, thereby permitting the auditors to 
provide management with impartial views concerning their review 
and appraisal of agency policies, plans, and procedures. The pri- 
mary objective of internal auditing was defined as assistance to 
management in achieving effective, efficient, and economical ad- 
ministration of the operations of the agency. In June 1956 the 
Secretary created in his office the position of staff assistant for pro- 
gram appraisal, thus giving added emphasis to the internal audit 
functions. 

Several agencies in the Department have good internal auditing; 
for example, the internal audit division of Commodity Stabiliza- 
tion Service, organized in 1945. Its over-all objectives provide for 
ascertaining, reviewing, and appraising internal controls, financial 
data, policies, plans, and performance. All activities and major 
functions are audited. Audit reports are submitted promptly to 
appropriate management levels, and the top management is fur- 
nished with a monthly summary of audit findings. Recommenda- 
tions are followed up to determine whether appropriate action has 
been taken. 

At the Department of the Interior, the Bureau of Reclamation 
can be cited as an example of a federal government agency with 
good internal auditing. At the time the new accounting system of 

the Bureau of Reclamation was installed in 1950, the Bureau’s 
financial organization was also revised. Under this organization the 
primary responsibility for developing and supervising the pro- 
gramming, budgeting, and accounting processes was placed in a 
Programs and Finance Division, and the responsibility for enforc- 
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ing the financial policies of the Bureau was placed in a separate 
Office of Comptroller. The responsibilities of the comptroller in- 
clude formulating and directing recurring internal audit programs 
and also reporting on the application in the field of financial poli- 
cies and procedures and related administrative practices, as well 
as formulating and directing the external audit program involving 
examinations of water users’ accounts, Bureau construction, and 
supply contracts and special investigations. We consider that the 
assignment of these functions to the comptroller is responsive to 
the need for the enforcement of financial policy and that in prac- 
tice these functions have been carried out well. 

Our audits have disclosed that the internal audit program has 
been of considerable value both to management and to the Bureau. 
Also, the work of the internal auditors has been of aid to us in our 
audit and has reduced the amount of work that would have other- 
wise been required. 

The Atomic Energy Commission, a recently established inde- 
pendent agency, considers internal auditing to be an element in the 
administration of operations carried on by the commission and its 
cost-type contractors, exclusive of technical operations. 

The Atomic Energy Commission continuously reviews the pur- 
pose and responsibility of its audit program, revising it as necessary 
for more effectiveness and to better fit the needs of management. In 
February 1956 the A.E.C. shifted the responsibility for internal 
audits of A.E.C. direct field activities from the various managers 
of field operations offices to its controller. This move ensures 
greater independence to the auditors performing the work, since 
they are no longer responsible to the local managers of operations 
but are instead responsible to the controller. At the same time, 
however, the controller continues his former responsibilities for 
the over-all technical direction of the A.E.C.’s internal audit pro- 
gram. This includes the development of necessary standards and 
policies and the evaluation of the technical competence, objec- 
tivity, and independence of audits of contractors’ operations made 
under the responsibility of the A.E.C.’s field operations offices ad- 
ministering the contracts. The commission’s internal audit pro- 
gram as it is now applied is based on the functional audit approach, 
similar in many respects to the audit approach used by the General 
Accounting Office. 
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An older independent agency, the Veterans’ Administration, 
contains several agencies which have good internal auditing. As an 
example, the Veterans’ Canteen Service has been subject to a 
thorough internal audit over a period of years. The internal audi- 
tors have been of great assistance to us, and our ability to rely on 
their work has very materially reduced the audit effort we would 
otherwise be forced to expend. The internal audit staff performs 
audits of field offices and canteens in order to determine their com- 
pliance with prescribed administrative and operating policies, the 
adequacy and effectiveness of the system of internal control, and the 
reliability of the financial records and reports. 

We feel that the Veterans’ Administration has made significant 
progress in the development of two other internal auditing groups 
in recent years. The first of these is the establishment of an over-all 
agency auditing group, which is now located in the office of the 
assistant administrator for appraisal and security. This auditing 
group is composed of specialists in the various facets of Veterans’ 
Administration operations, and its work is more in the nature of a 
management survey than of a financial audit. 

The other Veterans’ Administration internal auditing group 
which we feel has made significant progress is in the Department 
of Insurance. This group is placed on the staff of the departmental 
controller. During the past three years it has made one rather ex- 
haustive initial examination of each of the four insurance operat- 
ing offices. Adjustments are being made in the audit program in 
light of the experience gained thus far, and examinations of operat- 
ing offices will be made more frequently in the future. 

Our annual review of the reports and work papers of the internal 
auditors of the Tennessee Valley Authority, a government corpora- 
tion, has disclosed that the work performed is thorough and 
reliable. The work of the internal auditors has assured manage- 
ment of accurate and complete fiscal data. 

The Authority’s internal audit staff, consisting of thirteen audi- 
tors, performs interim and year-end audits of accounting records 
and financial statements, reviews the system of internal control, and 
performs interim audits on a test-check basis of power revenue, 
chemical-plant product sales and other revenue, expenses of the 
several programs, project costs, plant records, and the application 
of prescribed accounting procedures. The staff prepares reports 
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covering each location audited. These reports, together with the 
supporting audit working papers, are of considerable use to us in 
conducting our audit. 

In the Department of Defense, there has been progress in vary- 
ing degrees in internal auditing since 1950. I would like to cite 
some of the progress made in the Army Audit Agency. Prior to 
1954, internal auditing in the Army was performed on the account- 
type basis. Each military property and related account was audited 
separately, often with no regard to the close interrelationships 
among all activities and operations at an installation. Among the 
obvious defects of this method was the failure to develop (a) com- 
plete and meaningful disclosures of conditions, (b) total expositions 
of underlying causes, and (c) full ramifications of effects on effi- 
ciency of operations. The institution of installation audits, which 
provide for the concurrent examination of all of the activities of 
an installation, has corrected this condition and has resulted in an 
infinitely more effective protective and advisory service to Com- 
mand. 

Although installation audits represented a significant step for- 
ward toward better internal auditing in the Army, it was recog- 
nized that further improvements and expansion were needed. Just 
as audits of separate accounts failed to portray effectively the con- 
ditions at individual installations, so audits of separate installations 
do not provide for a comprehensive analysis of the financial opera- 
tions of an operating agency. To meet the latter need, integrated 
or “vertical” audits were instituted beginning in 1956. These 
examinations deal with a selected group of installations under an 

Operating agency, which are assigned comparable or related mis- 
sions. Concurrent audits, together with surveys at the headquarters 
of the operating agencies, permit complete development of condi- 

‘tions and a follow-through of transactions wherever necessary. 


RESPONSIBILITY OF AGENCY MANAGEMENT FOR 
INTERNAL AUDITING 
Congress, in enacting the Budget and Accounting Procedures 
Act of 1950, affirmatively placed upon top agency management the 
responsibility for the development of internal auditing within each 
agency. This was a legislative recognition of a basic factor in at- 
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taining management control that had already been recognized and 
applied by progressive business management to the solution of 
financial and operating problems over the years. 

The General Accounting Office looks to agency management 
to carry out its responsibility for maintaining systems of internal 
control, including internal audit. We believe that internal audit 
should be fitted to the needs of each group to be served, and we are 
stimulating the development of the highest standards in internal 
audit and encouraging the continued orderly development of 
existing internal audit functions. I would like in the remaining 
space to give some of our ideas on internal auditing. 

Internal auditing is a staff or advisory function rather than a line 
or operating function, and the internal auditor should not have 
authority to make or direct changes in the procedures or operations 
of an agency. He reports on conditions found and recommends 
changes for the consideration of management and operating offi- 
cials. Generally, the internal audit staff should not be responsible 
for, or be required to perform, line operation assignments. 

The accountant in charge of the internal audit function should 
be responsible to an official at a sufficiently high level to assure ade- 
quate consideration and action on its findings or recommenda- 
tions. It should be in a position which fosters a broad viewpoint on 
interrelationship of organizations and functions and provides an 
opportunity to make independent evaluations. The internal audi- 
tor should be independent of the officials who are directly respon- 
sible for the operations he is charged with auditing. Otherwise, 
his reports should not be expected to express his conclusions and 
recommendations without reserve, and his work may thereby lose 
objectivity. 

Where the varying audit needs of those responsible for managing 
an operation cannot be adequately met by agency-wide internal 
audit organizations, provision can be made for this function at the 
operating level. If such audit groups are established, they should 
be subject to the functional guidance and control of the agency 
internal audit group. The size, organizational structure, and work 
of these audit groups should be reviewed regularly by the agency- 
wide internal audit organization to assure timely and effective 
audit coverage at the lower levels without duplication and loss of 
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objectivity. Major agencies having large and diversified business- 
type operations are more likely to need internal auditors who are 
responsible to local management than agencies carrying on pri- 
marily administrative functions. 

The review and appraisal by internal auditors does not in any 
way relieve other persons in the agency of the. primary respon- 
sibilities assigned to them. Full responsibility is vested in the oper- 
ating groups for the proper protection and use of the assets of the 
organization; for compliance with policies, procedures, and ob- 
jectives; and for appropriate action in the correction of any adverse 
condition cited in the auditor’s report. 

The internal auditor should not be responsible for developing 
new organization, methods, systems, or procedures, although he 
may properly make recommendations relating to any of these 
matters and consult with appropriate agency officials regarding his 
findings and their implementation. 

The development of broadly conceived internal auditing in an 
agency is an evolutionary process because it takes considerable time 
to obtain and develop a staff sufficiently competent in the required 
analytical techniques, and sufficiently familiar with operations, to 
make the maximum contribution to management. 

‘The scope of work performed by an internal audit staff may 
include: 

1. Review and appraisal of policies, plans, procedures, and 
records. 

2. Ascertainment of the extent of compliance with policies, plans, 
and procedures. 


3. Determination that assets are properly accounted for and safe- 
guarded from losses. 


4. Appraisal of the degree of reliability of accounting and other 
statistical data. 

5. Observation and appraisal of performance of operations. 

An audit manual should be developed outlining the scope of 
work and the standards of performance. In some situations, the 
internal audit tends to become a continuous appraisal while in 
others it may be periodic in character. A formal audit plan is desir- 
able, listing the audits to be made, a time schedule, and the general 
areas to be covered. The sound planning of work programs is vital: 
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constant stress needs to be placed upon the maintenance of high 
standards of performance, adequacy of work, and timeliness of re- 
porting. Work performed should at all times meet professional 
standards of competence, reliability, and objectivity. 

It is necessary that considerable discernment be exercised by the 
internal auditor in deciding what should be reported, and by man- 
agement in deciding how to follow up on matters reported by the 
internal auditors. Management has the power either to nullify a 
great deal of constructive audit work or else to contribute to the 
acceptance of such work by all management levels. 

Both management and the internal auditor should recognize 
that they are appraising situations from the vantage point of hind- 
sight and should place prime emphasis on improving operations 
rather than on criticizing the past. 

In those agencies having large-scale contracting activities, con- 
sideration should be given to the assignment of the responsibility 
for the audit of contractor costs to the internal audit organization. 
The centralized direction of the auditing of internal operations and 
contractor costs has many advantages. It provides a basis for a con- 
sistent application of auditing standards, and it facilitates the 
provision of the broadest services to the organization by permitting 
the development of a common pool of audit personnel who can be 
used on an “across the board” basis. While recognizing that the 
audit of contractor costs or performance is primarily an aid to the 
contracting officer in his administration of contracts, centralized 
direction provides an independent audit which aids both the con- 
tracting officer and other responsible officials. 

Although areas of common interest exist between the General 
Accounting Office and the internal auditors, their final objectives 
and responsibilities differ in important respects. Internal audit is 
an integral part of the agency’s systems of management control, 
whereas the General Accounting Office has the responsibility to re- 
view the entire control mechanism within the agency, including 
internal audit. Internal audit is not performed in lieu of or as a 
supplement to the General Accounting Office audit. Internal audit 
is an activity carried on to aid management in discharging its own 
responsibility to determine that its house is in order. The General 
Accounting Office is interested in the degree of management accept- 
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ance of report findings and recommendations and action taken 
thereon. The failure of management to act upon recommendations 
is a factor to consider in its audit. 

An effective internal audit is recognized by the General Ac- 
counting Office in setting the scope of its own work. In order to 
satisfy itself as to the effectiveness of the internal audit activity, a 
review is made of the organization to study how it is carrying out 
the internal audit function, its policies and procedures, the ade- 
quacy of the work performed, and the extent of its accomplish- 
ments. The General Accounting Office may find that internal audit 
work, in some cases, is of such quality as to justify a substantial re- 
duction of detailed verification procedures that might otherwise be 
considered necessary. 

At this point, some misunderstanding as to possible duplication 
of work might arise. In order to satisfy itself, the General Account- 
ing Office may review, as deemed appropriate, some transactions 
that may have been examined by the internal auditors. However, 
there is little actual duplication by the General Accounting Office 
of work performed by the internal auditors or vice versa. The 
General Accounting Office’s purpose is to assess the agency’s in- 
ternal auditing so as to determine what reliance can be placed upon 
it in discharging its own audit responsibilities to the Congress. 

Speaking from my observation of the scene in the federal govern- 
ment, I believe we are in a period of evolutionary change in finan- 
cial management which can ultimately produce far-reaching effects. 
I believe that the broad stream of current trends in auditing in the 
government, if followed to the full potential, will contribute im- 
mensely to better and more complete disclosure of the costs and 
results of agency operations, better management, more informed 
legislative action, and increased assurance that expenditures are 
in accordance with the expressed will of the Congress. 


| 
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Paul M. Green 


Trends in Accounting and 


Auditing Education 


Accounting and auditing educational programs are much broader 
in scope now than they were formerly. Better textbooks and teaching 
techniques are available, and professors tend to have broader back- 
grounds. More attention is now given to a skillful application of audit- 
ing tools than was the case when long and involved audit cases were 
emphasized. And through an increasing use of internships, oppor- 
tunities are made available for students to obtain practical experience. 

The author believes that many of the basic problems of govern- 
mental accounting and finance could be simplified through application 
of the educational process. 

Dr. Green is dean of the College of Commerce and Business Adminis- 
tration at the University of Illinois. 


ALTHOUGH your meeting is dedicated to a discussion of develop- 
ments in the field of auditing, I have broadened my subject to 
include both accounting and auditing. In our work in the educa- 
tional field, comments must, I believe, of necessity be directed to- 
ward the whole complex of accounting, budgeting, auditing, and 
reporting. We are doubtful that improvements and progress de- 
velop in any one of these areas fully independent of the others. We 
encourage our students to fit these parts into the total of financial 
management and, then, in turn, to fit the financial management 
into the complex I often refer to as this business of education for 
business. And by “business,” I hasten to add that I mean a function 
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and not an organization. For these and other reasons, I requested 
permission to direct my comments at a broader base than auditing 
alone, although I will consider auditing as a matter of primary 
interest. 

There are certain major goals that we keep in mind all the time, 
and, as part of the development of my subject, I wish to call these 
to your attention. 

In our work at the College of Commerce and Business Admin- 
istration, our principles of management are not much different 
from those that are in use in the operation of any one of your 
programs. It occurs to me that a discussion of recent developments 
in any of the areas of interest calls for some attention to the goals 
we set for the graduates we produce in the fields of accounting and 
auditing. They are rather general, but, I think, reasonably im- 
portant. 


EDUCATIONAL GOALS 


First of all, we hope to produce an educated person. Our goal 
is to see that the young man or young woman graduated from the 
college has received a sound and well-balanced education. This 
type of training involves a combination of cultural and technical 
training. We adhere strictly to the standards of the American As- 
sociation of Collegiate Schools of Business, the organization in 
which the major schools of business hold membership. By these 
standards, we are required to provide 40 per cent of our work in the 
area of liberal arts and sciences, 40 per cent in technical business 
subjects, with the remaining 20 per cent assigned in any way we 
care to establish our curricula. Thus, our students are subjected to 
a number of cultural courses. 

Next, we hope to produce a businessman or a businesswoman. 
Our curricula are so designed that all our students are given the 
opportunity to learn the business processes in the broader sense. In 
addition to a special area of interest, it is our belief that the student 
must have a firm understanding of business generally. And then, 
within that, we hope to produce able accountants and auditors. 

The special interest of the student in accounting and auditing is 
given the fullest attention. The accounting major starts with one 
course each semester in his freshman year. Additional courses are 
added as he progresses, and by the time he is in his senior year, he 
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may take as many as four accounting and auditing courses simul- 
taneously. 

We hope to develop breadth of vision. And I cannot stress too 
much at the present time what I believe to be one of the major 
needs of accountants everywhere, that if they are going to make 
their fullest contribution they need to broaden their point of view 
and enlarge their vision. 

I have been belabored for years on the alleged narrow point of 
view of the accountant and auditor. Although I defend against this 
alleged shortcoming to the best of my ability, I am aware that at 
times there seems to be some substance to the charges. It has been 
alleged that the accountant and auditor look to their efforts as 
something distinct from the operating program. You and I recog- 
nize that there is room for us to make much progress in this area. 
In the college, we hope to develop breadth of vision to the point 
where our graduates will not be thought of as persons distinct from 
those in the major operating program. 

We encourage the general attitude that things can be done, 
rather than that they cannot be done. Much elaboration of this 
point of view could be given, but I think that it is sufficient at this 
stage to simply draw attention to it. 

We hope to develop intellectual honesty. We believe that one of 
the major contributions that can be made by our teachers of ac- 
counting and auditing is to encourage the development of a high 
degree of intellectual honesty. I know of no place where this quality 
is more necessary than in the accounting and auditing area. There 
have been and there continue to be some sad lapses in this type of 
integrity. We feel that any contribution we can make to our stu- 
dents on this subject will be very much worth while. 


EMPHASIS ON PROFESSIONAL ATTITUDES 


There has been a very fast and a very extensive growth of schools 
of business at the collegiate level. In each of them there has been 
corresponding development in the accounting and auditing area. 
Although the point of view and the practices vary widely by type 
of school and by individual schools, I am happy to report that there 
is overwhelming evidence of the growing professional nature of 
the work in accounting and auditing. 

At one time, accounting was taught for the purpose of training 
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a person to keep a set of books. Many and varied have been the 
changes in method and in emphasis that have occurred. We now 
teach accounting and auditing largely as a language. It is the lan- 
guage of business, and as a language it is important in many fields of 
specialization. 

The University of Illinois has about eight hundred students from 
outside the United States. Many of these seek training in account- 
ing and.auditing, particularly at the graduate level. International 
boundaries fall before the common understanding that we have 
been able to obtain in these technical subjects. 

The dean of one of the leading schools of business has indicated 
that in his opinion the next twenty years will see the development 
of executive training as a major function of the collegiate business 
school. Some of us may not be ready to go this far in our predictions, 
but there is growing importance in the programs designed to bring 
back to the campus successful men and women who are ready for 
promotion to executive positions. 

But education is not the monopoly of the college and the univer- 
sity. Education is a continuing process, and the evidence of this is 
growing rapidly. I look upon your work as a great, and I mean 
great, educational effort. It is true that most of us are both teachers 
and students. In your field there is so much to learn and so much to 
teach that each of you has been both instructor and learner on 
many occasions. All this is good, I think. 

Now, what do we mean by this educational process? 


PROBLEMS APPROACHED THROUGH EDUCATION 


The importance of the educational process is brought home to 
me quite forcibly when I realize that it was nearly ten years ago that 
a program of reform in accounting and auditing designed to meet 
what we believed to be the then current conditions was launched. 
Our problems were many, and certainly they were varied. The 
slow and tedious process of education has thrown some light on 
what was done and the reasons for doing it. 

Early in 1947 certain procedures were developed and launched 
in a federal agency. And by launching, I do not mean that they 
were polished and finished and in 100-per-cent application. They 
were not worked out in detail, but the detail work was done as time 
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passed, and the procedures were actually put in effect over varying 
periods of time. In the light of recent developments in this field, I 
wish to mention, not to discuss, what those procedures were in 
1947. There are nine of them. 

(1) The simplification of the appropriations structure, which we 
thought was the starting point, resulting in one single appropria- 
tion for the agency. 

(2) Merger of unexpended balances in the new appropriations, so 
that we did not have to worry about the detail of the tag ends. 

(3) The acceptance of accrual accounting as the principle on 
which we would work, and the accounting to be accomplished on 
the basis of cost. 

(4) Drastic simplification of the allotments structure and analysis 
to be done through cost accounts. 

(5) The preparation and administration of the budget on the 
basis of cost. 

(6) The development of property accounting as an integral part 
of the over-all accounting system. 

(7) The placing of internal auditing on a realistic basis, with the 
same auditors handling both contract and internal auditing. 

(8) The integration of contractor and agency accounts—and by 
that I mean full integration. 

(9) The alignment of financial controls with management re- 
sponsibilities and the organizational structure—and this may be 
the most important of all. 

It is most significant that the educational process has worked 
slowly, but surely, toward better understanding of the methods 
necessary to solve difficult technical problems. 


CHANGED EMPHASIS IN TEACHING 


My subject is the development of auditing in the educational 
field. Before I get too far away from it, I wish to mention recent 
developments in the classroom, and associate to the classroom, 
specifically in regard to auditing. There are a number of them. 

There has been increased recognition of the importance of basic 
auditing techniques. Emphasis has been taken away from the long 
and involved audit programs as a point of departure. It is the pur- 
pose of the auditing professor to provide his students with a good, 
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solid background in the principles of verification. With a relatively 
small number of tools, the auditor is able to combine his techniques 
in a way most suitable for the job at hand. Thus, the student is 
taught to avoid the methodical step-by-step procedures of the audit 
program in favor of careful analysis of the problem and frontal 
attack thereon. 

Vastly more attention has been given to the methods of internal 
control that are in use. The student is taught that he should tailor 
his work to the requirements of the case. When he finds that in- 
ternal controls are good, he need not push so far with his own veri- 
fication methods. When internal controls are found to be some- 
thing short of adequate, it is only reasonable that he press inde- 
pendent verification with much vigor. 

There has been great improvement in the teaching materials 
available to the teacher of auditing. There was a time when all the 
University of Illinois accounting majors audited the affairs of the 
Warburton Desk Company, and they had to compute the deprecia- 
tion on horses and mules, among other things. The only thing 
comparable to this task was the constant surveying of the campus, 
year after year, by the students in the courses in land survey. 

But times have changed. Much better textbooks are available. 
I well remember my own problems when I taught auditing, trying 
to rework audit cases that were full of errors. There are more cases 
of illustrative materials, and the illustrations are better. The 
auditing professor thus has much better tools with which to ply his 
trade, and his product is much better as a result. 

Although the preparation of teachers in the field of auditing 
differs considerably, I believe there is a major trend toward better 
training and improved preparation. At Illinois, the professors who 
teach auditing have practiced auditing. The old adage that those 
who can, do, and those who cannot, teach, just does not apply on 
this point. Many of the men take leave from their classroom duties 
to serve in various auditing assignments. A number of the profes- 
sors are on constant call as consultants to public accounting firms, 
and some of them are retained on a more or less permanent basis. 
These assignments bring realism to the auditing classroom and, we 
hope, keep the standards of the teaching at a high level. 

Visual aids have been increasingly used in the teaching of audit- 
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ing. By this method it is possible to present actual situations in 
which the auditor finds himself. We have found the use of the 
opaque projector to be especially helpful. Television has been used 
to some extent in the teaching of accounting and auditing courses. 

But the major emphasis has been toward developing ways and 
means for the teacher to handle a larger number of students. At 
Illinois, although we have problems of staffing, we have not broken 
our standard of limiting classes to twenty-five or thirty students. We 
believe that when we exceed this limit that we have followed for 
many years much of significance is lost. 

There has been substantially increased recognition of the re- 
sponsibility of the auditor for review of the adequacy of the system 
of internal control. This is quite apart from a matter of the extent 
to which the auditor relies on the adequacy of internal control 
procedures in outlining his work. The student is taught that it is 
the auditor’s responsibility to evaluate the methods of internal 
control for management. It is evident that such advisory action goes 
beyond the traditional procedures of testing and verification. 

Growing attention is being given to reviewing the functions of 
the auditor, and in this sense, the importance of internal auditing 
is moving forward constantly, although the use of special courses 
for the teaching of internal auditing is not uniform at the present 
time. There are those who hold the view that special courses in 
internal auditing are necessary if the work is to be done properly. 
There are others who believe that the fundamental techniques of 
auditing can be taught so that the student will learn to combine 
them in the way that seems most desirable for the solution of the 
problem at hand. 

It is necessary, of course, that recognition be given in the class- 
room to the movement toward the broadened scope of the auditing 
function. The student is informed of the development of the 
management review function that is finding growing support in 
many places. Especially in federal-government service concepts of 
the function of the auditor are changing. These must be called to 
the attention of the student and some effort made to examine the 
reason for such movements. 

In public accounting, changes are occurring constantly in the 
scope of the auditor’s work, and the teacher of auditing would not 
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be fulfilling his function if he did not examine these matters with 
his classes. 

There has been increased use of student internships. ‘These have 
existed for some time in industry, and it has been possible to assign 
students to industrial internships. They are now developing at an 
accelerated pace in public accounting and auditing. We have been 
encouraged with the more recent development of plans for intern- 
ships in government agencies. If properly administered and co- 
ordinated with the classroom assignments, these internship pro- 
grams can contribute much to the educational process. 

Interest is increasing in the pursuit of graduate studies in ac- 
counting and auditing. Developments in the educational field 
make it increasingly difficult to crowd the whole program into four 
years. Various proposals have been made for the solution of this 
problem, and graduate study in accounting and auditing is an im- 
portant solution. 

There is growing recognition of the need for practical experience 
as-an integral part of the education process for accountants and 
auditors. This part of the program of education is beyond the col- 
lege and university boundaries. At that point, the Federal Govern- 
ment Accountants Association can play a very important part. 

Attention has been given to the possibility of using statistical 
techniques in the fieid of auditing. It may be that there are many 
other innovations that can be brought to the auditing area. Many 
accountants are considering the use of electronic data processing 
in the field of accounting and auditing. We, for example, are estab- 
lishing a laboratory for electronic data processing. The electronic 
computer may change the basis of business decision making to an 
almost unlimited degree in all fields of business activity. There is 
much confusion existing at the present time as to what the program 
should be in this area. 

There is now growing recognition of the need of the public ac- 
counting and auditing field to meet the beginning salary compe- 
tition of industrial organizations. Government agencies are still 
lagging in beginning and continuing salaries, but there is some 
evidence of progress. 

At the present time, a movement is developing for the estab- 
lishment of professional schools of accountancy. Suggestions in this 
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area have taken various forms. It seems very important that we con- 
sider the whole range of problems connected with more specialized 
programs, as against less specialized programs. 


UNDERSTANDING THROUGH EDUCATION 


It would seem, then, that the educational process could con- 
tribute much to a better understanding of the basic problems of 
government accounting and finance. And I want to mention a few 
of these in my discussion with you. 

It is basic that the auditor understand the full significance of the 
job to be done. To be successful, the accounting and financial con- 
trols must be designed and operated to serve the function and not 
the type of organization that has responsibility for the function. It 
is basic that the distinction between accounting and financing be 
understood, regardless of the type of organization that has the 
responsibility for the operation. It is basic that there be a clear 
recognition of the function of cost determination; the fallacy that 
a sale of some kind has to be made either in reality or in fiction 
must be discarded if we are to get at the basic concepts. The auditor 
must recognize that cost determination is one of the significant 
control devices, if he is to fully perform his functions. It is basic that 
we fully understand that budgeting on the basis of cost is also a 
control device and one of the techniques most suitable for design- 
ing methods of measuring performance against earlier projections. 

It is basic that we understand that there is fear in many places of 
methods of accounting and auditing that are new in application to 
government problems. By helping one another, through the edu- 
cational process, it may be possible to reduce this great fear of 
change. Most human beings fear the things they do not understand. 
Better understanding, through education, will reduce the fear 
element. 

It is basic that accountants and auditors be appointed to ac- 
counting and auditing positions. Until this policy is fully insti- 
tuted, progress will be slower than it would be under the direction 
of fully competent leadership. There has been some improvement 
in this area, but there are still major appointments in accounting 
and auditing positions of persons who are not accountants and 
auditors at all. 
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It is basic that the leaders of accounting and auditing in the 
federal government recognize the almost unlimited contribution 
that they can make to the national economy and to the welfare of 
the country by the installation of modern accounting and auditing 
policies and procedures. There is no other field where progressive 
thinking and the courage to act on one’s convictions can bring 
greater general welfare. Not often have so many owed so much to 
so few as in the development of better accounting and auditing in 
our government. 

It is basic that there be clear recognition of the distinction be- 
tween giving lip service to the cause of better government account- 
ing and auditing and the real will to get things done. Often there 
is a concerted effort to preserve outmoded and cumbersome pro- 
cedures that have handicapped every operation to which they have 
been applied. It is too much to hope that all difficulties will be 
swept away by legislation now in force designed for gaining modern 
accounting and auditing, but the case is being won. It is sometimes 
slow, but a successful process of education will eventually bring the 
needed changes. 


CONTRIBUTORS TO HIGHER STANDARDS 


All of us owe much to the men who have worked so long for 
better accounting and auditing in the federal government. And I 
think it is significant that Mr. Joseph Campbell, the comptroller 
general, and Mr. Percival Brundage, the director of the Bureau of 
the Budget, are both C.P.A.’s and accountants. 

I want to recognize the work of the Hoover Commission. It 
deserves your and my full support. 

I want to recognize those businessmen and professional account- 
ants who have contributed so much of their service to aiding in 
this work. I want to pay a special tribute to Lindsley Noble, who 
was, in my opinion, the real pioneer in much of this work. Probably 
before anybody else, he had the ideas that ten years later were 
written into law. | 

I want to acknowledge and pay tribute to a group of dedicated 
men at the General Accounting Office. In my early struggles, I was 
helped tremendously by your earlier speaker, Mr. Frank Weitzel, 
and by Mr. Lyle Fisher, who is not an accountant but the general 
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counsel at G.A.O., who broke down many barriers and allowed us 
to get things done. I want to pay tribute to Mr. Walter Frese, 
who for so long headed the joint accounting program; to Mr. 
Karney Brasfield, who has now left the government service but 
whose work will continue to influence accounting and auditing in 
the government for a long time; to Mr. E. Reece Harrill, who was a 
pioneer in working out the programs of many of these agencies; and 
to Mr. Ray Einhorn and to Mr. Lawrence J. Powers. 

I want to pay particular tribute to Mr. Percy Rappaport for the 
work that he is undertaking at the Bureau of the Budget and ask 
that you give it your full support. Also, I want to call attention to 
the great contribution of Mr. Gilbert Cake of the Treasury. The 
new work of the Bureau of the Budget can depend significantly on 
Mr. William Armstrong, who for ten years has pointed the way, 
like a beacon light, at the Bureau of the Budget. Mr. Laurence 
Acker has ably led the Army Auditing Agency, and Mr. Robert 
King has done so much to lead your association to its position of 
prominence and its position as an educational institution. There 
are many, many others who have made great contributions on their 
assignments and in their agencies. 

Now, in conclusion, I just want to mention these things, in 
summary. 

It is my belief that educators are making a major effort to keep 
pace with the developments and thinking in government and 
industry in the field of accounting and auditing. The opportunity 
for the pioneering of new ideas, for progress, was never better than 
in the accounting and auditing areas of the federal government. 
True, much has been accomplished. But much remains to be done 
to reap the full reward of the new methods and new thinking that 
have been developing. Your responsibility, as federal accountants, 
is great. Your progress has been significant. And I, for one, believe 
that your future is extremely promising. 
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Donald F. Bevis 


Recent Developments in 


Auditing Techniques 


Probably the most significant development affecting auditing tech- 
niques in recent years has been the recognition of the need for and the 
evolution of sound internal control systems. Adequate systems of 
internal control permit the auditor to concentrate on challenging ac- 
counting policies, techniques, and procedures through sampling and 
testing. And formal written programs have become essential for ef- 
fective evaluation of such policies, techniques, and procedures. The 
author believes that the approaches and standards developed by public 
accountants for audits of accounts of private firms are equally appli- 
cable for audits of governmental records. 

With regard to the development of these standards, Mr. Bevis men- 
tions the difficulty of resolving differences of opinion among the mem- 
bers of the Committee on Auditing Procedure of the American Insti- 
tute of Accountants and discusses several projects on the current agenda 
of that committee. 

Mr. Bevis is a partner of the firm of Touche, Niven, Bailey, & 
Smart. 


AUDITING today is substantially different from what it was when 
I became a public accountant twenty-two years ago. At that time 
even the techniques of bookkeeping were not as fully developed as 
they are today. People in responsible accounting positions in indus- 
try and in government then had considerably less training and 
background in accounting principles and philosophy. 
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The practice of the auditor was of necessity built up around what 
he found or expected to find in his work. With the lack of good 
bookkeeping devices and techniques, at least in comparison with 
those today, and with the inability of many controllers to apply 
sound accounting theory and practice, it was only natural for the 
auditor to find situations which required numerous adjustments in 
the records before proper financial statements could be prepared. 

At that time there seemed to be a direct correlation between the 
number of adjustments that the auditor made and his reputation 
as a professional man. If he made only a few or no adjustments, 
there was some feeling that he had made an inadequate audit or 
that he had probably missed a big shortage; and the suggestion was 
often facetiously advanced that he ought to start the particular 
audit over again. 


CHANGES IN AUDIT PHILOSOPHY 


Fortunately for the people who need and use financial informa- 
tion today, the situation has changed. Just as the field of preventive 
medicine has developed, so has the field of accounting. The doctor 
in preventive medicine has worked out procedures that have re- 
duced the number of adjustments that doctors in other fields of 
medicine would otherwise have to make. So, too, has the book- 
keeper and the accountant initiated new procedures. With the 
development of better methods and the increase in the number of 
trained accountants in industry and in government, the auditor 
has naturally found better accounting. There is a greater awareness 
of the need for good financial information. The auditor no longer 
enters into a monologue when he discusses accounting theory or 
accounting policies. His counterpart in business and in government 
is more often than not as well versed in good accounting theory 
as he. 

The development of good internal accounting and other con- 
trol features has been an inherent part of this growth. The public 
auditor today no longer expects to make adjustments; his point of 
view has changed considerably. The emphasis of the auditor is no 
longer primarily directed to the challenge of individual trans- 
actions, but to the challenge of policies, techniques, and pro- 
cedures. Now, just what has this done to the field of auditing? 
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The auditor today must have more than a sense of knowing what 
is right or wrong in the recording of financial transactions: he must 
also have a knowledge of the better technique or procedure in ac- 
counting for these transactions. He must be constantly aware that 
one of his functions is to challenge policy. 

The marked change in economic conditions in recent years, not 
only in the United States but throughout the world, has prevented 
accounting from remaining static. Accounting policies have had to 
change in order to recognize these different economic conditions. 

Another important factor governing this change in the concep- 
tions of accounting and auditing has been the further development 
of the philosophy of testing. We have so prescribed the areas of 
proper bookkeeping and injected other aspects of internal control 
into our practice that there is no longer any need to examine prac- 
tically every transaction as we did twenty-two years ago. The 
auditor today can learn as much through a reasonable sample as he 
can through rather extensive tests. 

Earlier, I mentioned the parallel development of internal ac- 
counting and other control practices. At one time, in the minds of 
some, internal control was an expensive gadget which enabled 
theoretical accountants to prepare equally theoretical financial 
statements that could only be understood by the individual trained 
in accounting theory. Today that is no longer true. Responsible 
financial administrators have learned the value of sound internal 
control. The economies that arise from having more reliable, and 
often more timely, financial data more than offset the additional 
costs that result from these increased internal-control procedures. 

Furthermore, sound internal control has its salutary effect on 
those who might be tempted to waver. It is a preventive against 
fraud, since weak systems obviously encourage error and embezzle- 
ment. A strong system puts certain restraints before the individual 
which naturally deter him from any action that might be improper. 

One of the most important aspects of internal control is internal 
audit. Internal auditing can probably best be defined as that factor 
in the system of internal control which is set up as an independent 

tool to measure the adequacy and effectiveness of the other finan- 
cial and accounting controls. An internal audit ascertains that 
prescribed procedures are being carried out and also reports upon 
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and makes recommendations with respect to weaknesses or break- 
downs in procedures which have been discovered by the reviewer. 
Internal audit also acts as a preventive against fraud by injecting 
the elements of surprise and double-checking into our account- 
ing techniques and procedures. On the other hand, internal audit 
cannot detect all frauds: it is not a police force. It is a process which 
brings about corrective steps and controls before serious losses or 
errors can occur. And as such, it is a very important instrument of 
management and financial control. 

I believe that accounting has developed to a much greater extent 
in business than in government, although even in business much 
remains to be done. Much more is required in government. When 
one considers that the largest financial operation in most areas 
throughout the United States is the governmental unit, it is not 
difficult to realize the urgent necessity for sound financial manage- 
ment in government. This suggests that there should be greater 
use of modern bookkeeping devices and techniques, realistic budg- 
etary procedures, current cost information, and responsible in- 
ternal audits. Without the use of these financial tools it is difficult to 
see how the administrators can meet their proper responsibilities. 
I do not mean to imply that they are derelict in their responsi- 
bilities or duties if they neglect to install such procedures. In many 
cases they are faced with tradition, and tradition is often hard to 
change. All of us, however, have an obligation to help these admin- 
istrators in every way possible, by encouraging the use of what we 
have today and by developing better methods to meet the needs 
of tomorrow. 

During these last twenty-two years we—in public accounting and 
in government—have been reappraising the audit techniques in 
the light of the new developments which we are discussing. But 
today it is a case of headwork rather than legwork: a different kind 
of approach is required when the conclusions of an audit are based 
on tests rather than on the examination of practically every trans- 
action. Satisfaction must come from an intelligent application of 
brain power, rather than from a detailed check of all transactions. 
Because today’s approach requires a considerably higher degree of 
judgment and training, it is no longer possible, as it was twenty- 
two years ago, to stumble through an examination and expect that 
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the volume of checked transactions will result in an adequate 


examination. 


AUDITING STANDARDS 


The auditing standards that have been laid down by the Amer- 
ican Institute of Accountants fall into two general groups: first, the 
personal or general standards, and second, the procedural stand- 
ards. 

The first group of auditing standards laid down by the profes- 
sional C.P.A.’s requires that a man have adequate technical train- 
ing, that he have an independence of mental attitude, and that he 
apply due professional care in the performance of his work. 

The second group of generally accepted auditing standards, those 
that relate to procedural matters, can be classified into two sub- 
sections: standards of field work and standards of reporting. I do 
not propose to discuss the latter standards, because they apply 
primarily to the customary type of reporting done in public ac- 
counting and are not necessarily related to the types of reports 
issued by internal auditors or governmental auditors. There are 
three standards of field work: The first holds that the engagement 
shall be adequately planned and supervised; the second requires 
that there be a proper study and evaluation of the existing system 
of internal control; and the third states that sufficient competent 


evidential matter must be obtained in order to form the basis for an | 


opinion. 

I do not believe there can be any dispute with the first group of 
general or personal standards, those relating to adequate technical 
training, independence of mental attitude, and due professional 
care. They are as applicable to auditors in government as they are 
to public accountants. 

The areas in which auditors operate are getting too complex to 
adopt any other approach. We are in an age of specialization, and 
the auditor, public or private or governmental, must meet these 
standards if he is to be effective. All of us must be adequately 
trained; we must have independence of mental attitude, for other- 
wise we cannot properly perform our function; and we must always 
apply due professional care to whatever work we are performing. 
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Similarly, and I am being mindful of present accounting require- 
ments for industry or government, it seems to me that the standards 
of field work must also apply to government auditors. In my 
opinion, government auditors cannot properly operate in their own 
sphere of activity if they ignore such standards. Only recently has 
there been a rather marked promotion of modern accounting tech- 
niques in the federal government. The changes that have resulted 
have made necessary a different approach on the part of auditors 
in government. 

Considering the tremendous volume of transactions currently 
handled by the government, I think, as a taxpayer, that it would be 
much too costly, in relation to the benefits to be obtained, to audit 
each one. It seems only reasonable, therefore, that the government 
should adopt the test philosophy and make use of any other modern 
auditing techniques which would be logical or realistic to apply. 
I do not believe that government in such cases should be treated 
any differently from business. 


PROGRAMMING IN ADVANCE 


Now in this case, what has been good for business would also be 
good for government. As I view it, the first step of this practice, 
which has already been adopted in many areas of government, is to 
recognize that the proper programming of each engagement is 


_ essential if you want and expect an intelligent audit. The necessity 


for proper programming is self-evident. 

There are probably three major reasons why the program of an 
examination of a particular activity should be prepared in advance. 
First, it forces the individual auditor to think out in advance 
specifically what he has to accomplish and what result he intends to 
obtain. Secondly, where the auditor is not experienced, it permits 
his superiors to challenge the adequacy of his proposed examina- 
tion. And thirdly, it permits the audit supervisor to instruct his 
subordinates in a more intelligent way and to plan their schedules 
and his own in a much more orderly and logical manner. 

There are several arguments that have been advanced against 
the preparation of formal written audit programs. The first one is 
that it tends to freeze procedures and stifle initiative. I do not be- 
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lieve that this is necessarily so. The properly trained auditor should 
have an inquisitive mind. If he is at all creative, there is nothing 
to prevent his questioning these written programs; in fact, he 
should be instructed to challenge them. It would be quite improper 
for an auditor to proceed otherwise. He has not been trained 
adequately if he has not also learned to apply his own imagination 
and intelligence when he goes out on a job. Conditions may change 
rapidly, and the good auditor must be prepared to recognize these 
new developments. If, because of new conditions or new or cor- 
rected information, changes are required in the examination pro- 
cedures, the formal written program should be revised or amended. 

Another objection to written programs is that a good auditor 
will make a good audit without a formal audit program and that 
therefore preparing such a program is a waste of time. That may 
be quite true. It can also be argued that a formal program is not 
necessary where no further use will be made of the audit or where 
a continuing record is not required. On the other hand, particularly 
where a historical record is important or where more than one 
auditor is involved in the examination, it is difficult to appraise 
what has been done unless there is something in writing that per- 
mits the appraiser to study it objectively. The written program 
leaves a formal or written record of what was planned to be done 
and how it was proposed to be accomplished. 

The written program is also important when the engagement 
covers many locations throughout the United States or, as in some 
cases, throughout the world. In such cases I would assume that the 
examination is to be handled by more than one person. Here, uni- 
formity of approach and emphasis are certainly desirable, if not 
necessary. In public accounting this is the common practice. Many 
large corporations have branches or plants or other operations 
scattered about the United States, and others even have operations 
in foreign countries. In such cases, the written programs are usually 
prepared by the office of the accounting firm which has the primary 
responsibility for and the over-all supervision of the engagement. 
The program distributed to each location contains specific instruc- 


tions as to what the auditors at that location are required to do. » 


There is no intention, however, when these written instructions are 
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issued, to limit the initiative of these people. They are encouraged 
to challenge the program and to write their comments to the 
issuing office. 

The desirability of furnishing a written program is, I think, 
self-evident in these cases. Furthermore, it is exceedingly difficult 
for the auditors at each location to appraise their separate activity 
in relation to the entire examination unless they have a knowledge 
of the total business. For example, a branch in one particular city 
may represent an infinitesimal part of the whole; yet the auditors 
doing the work at that branch, if they were not given instructions 
in advance, might properly assume that theirs was a major portion 
of the total audit and therefore would perform much more work 
than would be required in view of the relationship of that branch 
with the entire engagement. Obviously, it would not be practical 
for the auditors at every location to have a complete knowledge of 
the business. 

I believe most accounting firms follow a practice of programming 
the majority of their audit engagements in advance. I have heard 
no suggestions that written programs be abandoned. Twenty-two 
years ago the written program could have been a penciled sheet of 
paper stating simply such things as “count cash,” or “reconcile the 
bank account,” or “check all transactions for six months.” Why 
these particular or any other audit procedures were required was 
never really indicated. For example, if an auditor was told to check 
transactions, he looked at innumerable vouchers, documents, can- 
celed checks, and the like without having any real comprehension 
either of what he hoped to accomplish or of the relevance of the 
item being checked. He did what he did because someone else had 
done it before him. There was no serious attempt to appraise the 
usual audit procedures in the light of what should be accomplished. 
Today, every audit procedure must have a definite purpose, and it 
must be related to the importance of the item or matter being 
audited. 

I have spent some time discussing what is presently being done 
by public accountants because I think their techniques can also 
be applied by auditors in government. These remarks are not 
intended to be critical of what government auditors are currently 
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doing; I am merely trying to indicate where there should or could 
be parallels between the approach in industry and what I think 
would be a logical approach in government. 


CHANGES IN THE AUDIT REPORT 


One other new development in public accounting is the manner 
of recording or indicating what the auditor has done. In the old 
days the general scheme was to go through the check register, for 
example, and make a tick mark opposite each specific transaction 
that had been checked as an indication that that particular part 
of the audit had been performed. In addition, the working papers 
contained extensive and detailed analyses of a very substantial 
number of accounts. Emphasis was placed on the volume of trans- 
actions checked, and there was little attempt to separate the im- 
portant from the unimportant; each received about the same degree 
of attention. The auditor may or may not have had before him a 
pencil-written list of instructions. 

Today, where we have developed the philosophy of testing and 
where we do have written programs, we use a different technique. 
A written record of the procedures that have been followed and 
the results that have been obtained is prepared by the auditor dur- 
ing any important segment of the audit, or upon its completion. 
This memorandum states what the auditor did, what he found, and 
what his conclusions are. The statement of what he did is not a repe- 
tition of the formal written program, but it does contain enough in- 
formation so that his supervisors can appraise the quality of his 
work and know whether he has done what was intended, as indi- 
cated by the written program. The memorandum also provides a 
record that can be used in case certain matters have to be discussed 
with the client’s officers at a later time. I think that this approach to 
examination technique would be equally logical and applicable in 
governmental work. | 


AUDITING AND THE A.LA. 


Perhaps at this point it might be appropriate to mention briefly 
some of the work that the American Institute of Accountants has 
been doing recently in the field of auditing. Let me preface this 
by stating that it should not be surprising that C.P.A.’s frequently 
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are not unanimous in their opinions of accounting and auditing 
matters and that I am also sure that there is not always unanimity 
of thought and approach in government accounting. 

One good example of the lack of uniformity in audit procedures 
was evident in the case study on the extent of audit samples that 
was issued by the research department of the Institute about a year 
and a half ago, with the co-operation of the Committee on Auditing 
Procedure.’ It may be recalled that the case study related to a 
hardwood-flooring manufacturer in Tennessee. Eight members of 
the Committee on Auditing Procedure submitted their programs, 
describing how they would make the examination of that particular 
company based upon the information submitted. Every program 
was different in various aspects, and there seemed to be no clear-cut 
unanimity of approach in any particular area. 

It may be true that if all eight writers had firsthand knowledge 
and were on the scene of the activity they might have prepared 
uniform or even identical programs, but I have serious doubts 
about that. The fact that all the programs differed should not be 
taken lightly. It demonstrates the high degree of judgment that 
must be present in auditing. Auditors can and do arrive at similar 
end-results, but by different means. 

Another example of the inability of accountants to agree is evi- 
dent in a more recent activity of the Committee on Auditing Pro- 
cedure of the American Institute of Accountants in regard to 
special reports. For about six years the committee has been working 
on a project to develop auditing standards, more particularly 
standards of reporting, that the practicing auditor should apply in 
those cases where he issues special reports. The committee, in its 
deliberations, has classified the following as special reports: 

1. Reports on the financial statements of (a) organizations that 
follow special accounting practices, such as municipalities, hos- 
pitals, and educational institutions; (b) nonprofit organizations; 
and (c) certain business organizations, particularly those carried 
on by individuals and partnerships, that follow the cash basis of 
accounting; and 

2. Reports that are prepared for limited purposes and (a) do not 
relate to complete financial statements (e.g., calculations of royal- 


"A Case Study on the Extent of Audit Samples (New York, 1955). 
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ties, profit-sharing bonuses, rentals, etc.) or (b) are filed with various 
agencies on prescribed forms which provide a uniform statement 
presentation, in some cases with a preworded opinion or authen- 
tication. 

These are not the types of reports that are published by many 
companies and distributed to their stockholders; they are the types 
of reports issued by C.P.A.’s in connection with a substantial por- 
tion of their practices. The statement has been held up primarily 
because of differences of opinion among committee members on 
a very unimportant part of accounting practice (in so far as most 
C.P.A.’s are concerned): the committee cannot agree on the report- 
ing practices to be followed in the case of railroads subject to I.C.C. 
accounting rules. 

Recently, the Institute published a booklet entitled Forty Ques- 
tions and Answers about Audit Reports. This booklet answers the 
questions most commonly raised by bankers about C.P.A. audits 
and audit programs. The problems covered in this publication are 
quite similar to the questions that are probably raised by users of 
government audits. I cite this only to show that the profession 
recognized the need to educate bankers—who are the most impor- 
tant users of C.P.A. audit reports. The reader probably has a similar 
responsibility for educating the users of his reports. I recognize that 
the use of many reports develops out of the requirements of the user 
and not necessarily out of what the auditor proposes to give him. 
But this presents a problem: If people don’t know what auditors 
put into reports, obviously they are not in a position to interpret 
them. 

Among other projects currently on the agenda of the Committee 
on Auditing Procedure is the extensive consideration of problems 
involved in the issuance of long-form audit reports. In 1949 the 
membership of the American Institute adopted a rule (Statement 
No. 23) which states, in effect, that whenever a C.P.A. permits his 
name to be associated with financial statements he should express 
the degree of responsibility he assumes with respect to those state- 
ments. No particular problem has arisen under this rule, at least 
in recent years, in so far as the so-called short-form report is con- 
cerned. 

On the other hand, there is a definite problem with long-form 
reports. 
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The long-form report customarily issued by a public-accounting 
firm contains, first, the usual “top” financial statements—balance 
sheet, earnings statement, and retained earnings—and the report 
on these statements. Following these statements, there are rather 
extensive details, such as a combining balance sheet or the details of 
a consolidated balance sheet; details of cost of products sold, manu- 
facturing expenses, and selling and administrative expenses; agings 
of accounts receivable; inventory summaries; and summaries of 
transactions affecting property, plant, and equipment accounts. 
Most accountants, however, never express a specific opinion on 
those particular schedules. To many on the Committee this has 
seemed to be a violation of Statement No. 23. Yet, at the time 
Statement No. 23 was proposed and adopted, auditors did not 
think that it applied to these detailed schedules; however, there 
is nothing in the literature stating this, and, in fact, the evidence is 
to the contrary. An attempt is being made to reconcile these points 
of view. 

Another matter currently being considered by the Committee on 
Auditing Procedure relates to internal control. It may be recalled 
that in 1949 the Committee also issued a special report? on internal 
control and that in 1950 it issued two case studies on that subject.® 
The Committee is concerned with some of the implications of that 
special report, since many people have questioned whether or not 
the language in that statement extends the responsibilities of the 
practicing accountant beyond its intent. The Committee has no 
intention of denying any of the proper responsibilities of C.P.A.’s, 
but it does not want to extend them into areas with which the 
C.P.A. is not at all concerned. All it hopes to do, therefore, is to 
eliminate any misconceptions concerning the responsibilities of 
C.P.A.’s in their reviews of clients’ systems of internal control. 

Another very interesting subject under discussion concerns so- 
called “disclaimers and disagreements.” In many cases, the prac- 
ticing accountant finds occasion to take exception or qualify his 
opinion with respect to various aspects of financial statements or 
to disclaim an opinion. At no time, however, has the profession laid 
down objective criteria that can be applied so that every accountant 

*Internal Control (New York, 1949). 


3Case Study in Internal Control: The Textile Company (New York, 1950) and 
Case Study in Internal Control: The Manufacturing Company (New York, 1950). 
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will disclaim an opinion or will give a qualified opinion at all 
times under the same circumstances. There is neither a body of 
practice nor accepted criteria available that permits the individual 
accountant to say to himself, “Well, I should disclaim an opinion 
here,” or “I should give only a piecemeal opinion,” or “I should 
take an exception to this matter.’’ The committee hopes to establish 
criteria that all accountants can apply uniformly. 

The committee is also discussing the problems relating to the 
reliance that one firm of accountants can place on another firm 
of accountants. Quite often an accounting firm accepts work per- 
formed by another firm in another city or territory. How much 
reliance can be placed on this work? This question has many rami- 
fications; it is difficult to go into all the details at this point, but 
the problem can be recognized. If an accounting firm, presumably 
of good repute and good standing in one community, states that 
it has performed an adequate examination in accordance with your 
firm’s instructions, how are you going to be in a position to appraise 
the quality of its work? For example, how do you know that its staff 
men were adequately trained? Do you rely upon the firm’s as- 
surances? How do you know that the engagement was adequately 
planned and supervised, other than by reliance upon assurances? 
Some idea of the scope of this particular question may now be 
evident. 

Another matter under discussion deals with the rules of profes- 
sional conduct. Seven years have elapsed since the adoption of State- 
ment No. 23 by the membership of the Institute, yet practicing 
C.P.A.’s still continue, knowingly or unknowingly, to violate that 
tule. Many of the violations have been due to inadequate training 
or instruction; others, I am sure, have been due to an unwillingness 
to accept or to abide by what the profession thought proper. There 
are no teeth in the Rules of Professional Conduct that permit the 
Institute to take any punitive action against members who know- 
ingly violate Statement No. 23. Also, the Committee on Auditing 
Procedure, up to this time, has not recommended that any action 
be taken until all educational efforts have been exhausted. I think, 
however, that the point is rapidly approaching when a positive 
recommendation will be made by the committee to incorporate 
that statement into the Rules of Professional Conduct. 


| 
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The committee is concerned with the very practical problem of 
the retention of audit working papers. I imagine that this particular 
problem is as important to the federal accountant as it is to 
public accountants. How long should the federal auditor retain 
his working papers? He may have certain legal requirements as do 
public accountants; but they have never been completely defined 
so that people in practice will know what they can do or are re- 
quired to do. 

The committee is also interested in the preparation of more case 
studies in auditing procedure for the education and development 
of practitioners, since professional accountants constantly ask for 
more of them. These studies have taken two forms: one, the specific 
case study of an individual company, and the other, the type of 
booklet that was recently issued by the committee on stock broker- 
age examinations and earlier on audits of savings and loan asso- 
ciations. Both of these booklets, as a matter of fact, were discussed 
with members of the FGAA prior to their publication, because the 
committee realized that the necessity for these audits, in many cases, 
was motivated by the requirements of governmental authorities. 


SUMMARY 


Probably the most significant development affecting auditing 
techniques in recent years has been the recognition of the need for 
and the evolution of sound internal control systems with all of its 
attendant ramifications and, more particularly, the development of 
internal auditing. I think that without this recognition, without 
this development, our accounting, both in industry and in govern- 
ment, would be back in the horse-and-buggy days. 

On the other hand, there is still room for substantial progress. 
We are just beginning to explore the possibilities of electronic 
accounting machines, the use of statistical techniques, and the 
application of operations research in solving our increasingly com- 
plex financial management problems. These particular techniques, 
where they are applicable, will be an integral part of good internal 
control systems. Further exploration in these areas is needed, and 
I am sure we still have a long way to go. 
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W. R. Davies 


Auditing and Its Development 
in United States Steel 


Twenty years ago internal auditing at United States Steel was for the 
most part confined to payrolls. Since then, the scope of the internal 
audit function has been expanded to include operational audits as 
well as financial audits. Operational audits include those services which 
have a direct relationship to effective managerial control. Internal 
auditors review and appraise operational activity; they scrutinize plans 
to determine if there has been compliance with administrative pro- 
cedures; and they report on the effectiveness of managerial decisions. 
Internal auditing at United States Steel, therefore, covers a broad 


program of protective and constructive services designed to serve 
management. 


Mr. Davies is director of the Audit Division of the United States Steel 
Corporation. 


I FEEL that I am not a complete stranger to government auditing 
and accounting, because during World War II, as a Supply Corps 
reserve officer of the Navy Department, I was associated with its 
Cost Inspection Service. This tour of duty brought me in contact 
with personnel of the General Accounting Office as well as with 
many fine civilian and military personnel of the Navy Department. 

Those were exciting and challenging days, and I think that those 
who participated in them benefited immeasurably. But the prob- 
lems facing us today, while probably not so exciting, are every bit as 
challenging. It was only fifteen years ago that the Institute of In- 
ternal Auditors was founded. That, I think, was the beginning of 
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modern internal auditing in business, so that what we have today 
is the result of developments over a comparatively brief span of if 
years. I have spent ten of those years with United States Steel and 
have had the privilege of witnessing a major part of the develop- 
ment of its Audit Division. I will discuss the trend.of auditing in 
United States Steel in the hope that a helpful analogy to the 
development of auditing in government may be found. 

I shall begin by describing where we stand today; then I shall 
try to indicate how we got there. And, if I forget to mention it, let 
me state at the outset that we shall never reach the point of per- 
fection. 


ORGANIZATION OF INTERNAL AUDIT FUNCTION 


| Our Internal Audit Function is organized on a geographical 
he basis. We have district audit staffs working out of offices located at 
al Pittsburgh, Chicago, Cleveland, Birmingham, San Francisco, Dal- 
as las, and Fairless Hills, Pennsylvania. These locations, obviously, are 
ch near our major steel-producing centers. Each district audit staff is 
al supervised by a district audit supervisor; and, in turn, he reports 
nel directly to the director of the Audit Division, whose headquarters’ 
wie staff is located in Pittsburgh. This staff consists of an assistant to 
_ the director and five co-ordinators. These co-ordinators visit the 
‘a audit districts to ensure that policies and procedures are being com- 


plied with in a uniform manner. Some of them are specialists: one 
a is an industrial engineer, another is a law-school graduate, and still 
another is a certified public accountant. Another has had a long 
background in sales accounting, and we have a co-ordinator who 
spends considerable time in our foreign subsidiaries. However, the 


1g staff of co-ordinators is not a static one and will fluctuate in num- 
ps bers and in types of individuals as the over-all audit program 
‘ts changes. 


ct As director of the Audit Division, I report to the executive vice- 
president—accounting, who in turn reports to the chairman of the 


th 

t Finance Committee. I am charged with advising both of these 
se H officers as to the more important audit recommendations. Periodic 
b- bulletins are also submitted to other department heads, such as the 
as executive vice-president—operations, the executive vice-president— 
n- Commercial, and the executive vice-president—engineering and raw 
of materials. Bulletins are also submitted to the vice-president—indus- 
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trial engineering, vice-president—purchasing, and vice-president— 
traffic. 

The audit district staffs range in size from fifteen to forty em- 
ployees. Depending upon the size of the district staff, we have one 
or more supervising seniors, and the remainder of the audit staff 
is proportioned among seniors, semi-seniors, juniors, and audit 
trainees. 

Before discussing the scope and development of our audit pro- 
gram, I would like to describe what I consider to be the necessary 
environment for the proper functioning of an audit division of this 
type. Those who have heard Mr. E. M. Voorhees talk on one of his 
favorite subjects, ““The Management Equation,” will recall that 
it is his firm conviction that there are six cardinal principles of suc- 
cessful management. These principles underlie all the activities of 


an organization and will apply to almost any problem you may 
have. 


ENVIRONMENT FOR AN INTERNAL AUDIT DIVISION 


The first principle is organization. It requires that all functions 
and responsibilities be properly delineated and that necessary com- 
munication between each be provided. In this way confusion and 
insufficient information may be avoided. 

The second principle is to have the right manpower. Having 
good personnel without having provided good organization, how- 
ever, will not result in the most effective use of personnel. At U.S. 
Steel, our Financial and Accounting Department is organized on a 
line and staff basis with one thought in mind: better service to 
management. It is not uncommon to find good line organization, 
but it is extremely important that it be successfully activated by 
timely planning and research. To do this, competent staff organ- 
izations must be developed because the line itself is too busy with 
its day-to-day problems to concern itself with planning. A large 
business organization such as U.S. Steel must be well equipped 
with an organization and personnel planning staff, a procedure 
staff, a cost and statistics staff, and an audit staff. An account plan- 
ning staff will also be needed in the early stages of staff organiza- 
tion. For the organization to benefit from the establishment of 
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staff units, however, it is absolutely necessary that co-operation be- 
tween these units and the line organization be achieved. 

The third management principle is management by exception. 
The application of this principle permits an executive to concen- 
trate upon the current big problems and to plan for the important 
problems ahead. He can do this only if he is supported by good 
staff work, which relieves him of day-to-day tasks and gives him 
sufficient time for administration. 

Now for the fourth principle. There isn’t any use in establishing 
the first three principles unless we have a checking or audit func- 
tion. The purpose of this function is to find out if management's 
instructions, in the form of policies and procedures laid down, have 
been followed. Unless there is a disinterested checking function, 
both analyzing and working with the various line and other staff 
responsibilities, there is no sure way for top management to be 
assured that its policies and procedures are being observed. On the 
other hand, for the audit function to be most efficient in this 
respect, it is absolutely necessary that it constantly receive from 
management all the necessary support to accomplish that job. Ade- 
quate management support is the catalytic agent that must be 
present for the successful operation of the checking function within 
the framework of line and staff responsibilities. I cannot empha- 
size this too much. 

The fifth management principle is planning; and I need not 
devote time in discussing it. Needless to say, it means predetermin- 
ing the best way to provide and present the full facts on every sig- 
nificant problem to that management group which is responsible 
for making policy decisions. 

The sixth and final cardinal principle is confidence in the people 
under you. If, after getting the right line and staff organization 
operating on the management-by-exception principle, and estab- 
lishing the checking and planning functions, you do not assume 
full confidence in the ability and integrity of personnel charged 
with responsibility, then you will not benefit fully from these 
management principles. 

Now, for the purposes of my discussion, it is not sufficient to 
point out merely that the checking or audit function provides for 
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the observance of one of the principles of management. Rather, we 
may begin to see the over-all framework of the corporate picture 
within which the audit function operates. Furthermore, these 
principles and this framework extend not only to the Financial and 
Accounting Department, but apply to all of the other departments 
of the business, whether they be Operations, Engineering, or Sales. 
And this leads me to consider the scope of the internal audit 
program. 

It should be clear that I advocate that the audit function must 
provide for an interdepartmental service to management: in its 
work it must be permitted to cross over departmental lines. The 
support of top management in this regard is a necessity. 


DEVELOPMENT OF U.S. STEEL’S AUDIT DIVISION 


About twenty years ago, auditing at U.S. Steel, as in most com- 
panies which indeed had any semblance of internal auditing, was 
mostly confined to payrolls. Furthermore, since our corporate or- 
ganization was one of a number of wholly owned operating cor- 
porate entities, each one of these corporations either had its own 
audit staff or had none at all. It was not until 1943 that an audit 
staff was organized to provide centralized audit service to our non- 
steel producing subsidiaries. This staff was the direct responsibility 
of the audit supervisor of our then-existing management company, 
the U.S. Steel Corporation of Delaware. About four years later, 
this centrally controlled audit responsibility was extended to all 
plants, warehouses, and offices in the Rocky Mountain and Pacific 
Coast areas, and some months later the plan was extended to all 
other steel-producing operations. During all of this period the scope 
of the audit program was being expanded, but the development of 
what is sometimes referred to as operations auditing has seen its 
greatest advance in the past ten years. It is this advance that I would 
like to discuss briefly. 

The tone and scope of audit in U.S. Steel was established by Mr. 
Benjamin Fairless, when he was president, by the following state- 
ment: “The Audit Divison has full and free access to all depart- 
ments and records with respect to the locations audited and there 
are no restrictions on their audit activities.” With this commission, 
the only limiting factor to the performance of a complete opera- 
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tional review would be the ability of the audit staff to take on new 
assignments. Let us see what some of these assignments are at the 
present time. 

The internal audit function in my company has been permitted 
to. include among its objectives those services which have a direct 
relation to effective managerial control. The division believes that 
the over-all objective of internal auditing is to assist management 
in achieving the most efficient administration of the operations of 
the business. It believes that an independent internal auditor has a 
special opportunity to review, appraise, and recommend to manage- 
ment. 


FUNCTION OF OPERATIONAL AUDITS 


For about ten years our Internal Audit Division has been per- 
forming intensive functional audits involving the pricing and bill- 
ing of product sales. It has also been making responsibility audits of 
our sales offices. These audits were originally requested by the Sales 
Department, which wanted to be assured that our rather detailed 
and complicated pricing structure was being accurately reflected in 
billings to customers. To perform these audits, it was necessary to 
analyze a sales order from the time it was entered on the company 
books until it was loaded for shipment to the customer. The auditor 
therefore had to be familiar with proper order description, efficient 
production scheduling, actual manufacturing processes, packaging 
requirements, and shipping practices. This is not so simple as it 
sounds, for steel products are made to customer specifications and 
end use. A complete review of the operations involved is necessary 
if the auditing is to be successful. The review of orders is com- 
plicated by the many possible variations in chemistry, physical 
characteristics, heat treatments, dimensions, and packaging require- 
ments. 

In this type of audit, the auditor must be familiar with all phases 
of the operations. This includes raw-material handling, the opera- 
tion of such production facilities as coke ovens, blast furnaces, 
open hearth furnaces, Bessemer converters, electric furnaces, roll- 
ing mills for each type of product (such as slabs, sheet, strip, struc- 
tural beams, bars, and so on), the operation of other machines for 
producing tin plate, galvanized materials, wire and wire products, 
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tubular products, and many others too numerous to mention. This 
familiarity must be sufficient to qualify the auditor to discuss con- 
structively his findings with metallurgists, production planning 
personnel, inspectors, shipping department employees, and any 
others engaged in processing and shipping a customer’s order. 

Such an audit is conducted by regular staff members without ex- 
tensive technical training in operating practices; the necessary 
ability is acquired through the training and experience gained by 
the auditor in his regular assignments. 

It may be wondered why this is so: the reason is because there is 
more similarity between so-called “operational audits” and ‘“‘finan- 
cial audits” than one may realize. This similarity is due to the fact 
that, in both types of audits, the auditor is generally reviewing and 
analyzing records. He can function just as well with records having 
to do with operating and production matters as he can with strictly 
accounting records such as those which pertain to payrolls, receiv- 
ables, payables, and so on. Through experience the auditor becomes 
able to interpret and utilize records which are maintained in order 
to permit operating management to appraise its own performance. 
Of course, the actual physical observation of the operations by the 
auditor is necessary to supplement his analyses of the records. 

A recent development in our company has been the adoption of 
works management incentive plans, in which the objective is to 
bring about manufacturing economies which are evaluated by the 
computation of improved performance based upon our standard 
cost system. Proper control of the plans is based upon such factors 
as: (a) sound basic manufacturing standards, (b) properly dollarized 
standards, (c) timely revision of standards, and (d) sound man- 
agerial decisions and policies governing the administration of the 
plans. In addition to controls set up by line accounting, the Audit 
Division reviews all aspects of the plans and not only polices the 
plans from the point of view of compliance with administrative 
procedures, but also reports on the effect of managerial decisions 
which have been made from time to time. Questions are also raised 
concerning the necessity for further managerial decisions having 
to do with operating practices. 

At the request of the Operating Department of one of our 
divisions, we have undertaken the review of the detailed activities 
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of the production-planning function in the mills. This involved 
a review of production scheduling in the light of monthly produc- 
tion directives set by mill superintendents and approved by 
divisional presidents. Consideration had to be given to inventories 
of semifinished and finished product on hand. These reviews ap- 
propriately call attention to excessive inventories, resulting from 
improper scheduling, and to the erroneous classification of product. 

Audits of wage incentives have been an important part of our 
audit program for many years; however, these audits are not con- 
fined merely to a test verification of incentive computations. They 
are based upon an understanding and study of the various applica- 
tions which were developed by our industrial engineers. It is not 
uncommon for our audit reports to call attention to changed oper- 
ating conditions requiring revision of incentive applications by the 
industrial engineers. Our understanding of the technical aspects is 
aided by our long experience in this field, by the use of an indus- 
trial engineer on our staff, and by a very good relationship with our 
industrial engineering department. 

It is in the nature of the steel business that huge quantities and 
weights of raw materials, semifinished product, and finished prod- 
uct must be transported into, within, and out of the plants. Need- 
less to say, the cost of traffic and transportation is large. Our audits 
of the traffic and transportation function have been concerned with 
such operating considerations as weighing practices, packaging 
practices, loading practices, switching practices, and the many 
points of contact between our mills and common carriers. 

Take the subject of weighing practices. As a result of audit 
reports, a tabulation covering both inbound and outbound ship- 
ments was sent out by the Accounting Department to all of our 
operating divisions. Their replies were required to state whether 
or not it would be desirable to develop uniform principles relative 
to weighing practices for the purpose of obtaining maximum 
economies without destroying control over inventory quantities 
and product yields. The replies indicated that it would be imprac- 
tical to attempt any uniform principles due to varying conditions 
among plants. Studies were undertaken to investigate weighing 
practices, however, in order to determine what action might be 
taken in the case of each plant for the introduction of economies. 
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These examples demonstrate, in my opinion, the close relation- 
ship of internal auditing to effective managerial control and good 
_ management in general. They demonstrate that internal auditing 
can cover a broad program intended to serve management and to 
assist it in carrying out management responsibilities. It should be 
noted that this program includes both the protective and construc- 
tive types of services so that management is best enabled to admin- 
ister efficiently the current operations. 


ADMINISTRATION OF AUDIT PROGRAM 


Here, I would like to outline briefly some of the basic considera- 
tions of our audit program as a whole, as they concern certain 
practical matters of administration. ; 

The various types of audits which comprise our audit program 
may be roughly classified into two groups. The first group consists 
of those primarily concerned with the proper functioning of the 
Financial and Accounting and Treasury Departments. The second 
group, while having a bearing on the over-all profit picture, re- 
quires that the auditor extend his investigations into the operating 
departments of the business and thus may be termed “operational 
audits.” I have already given you a few examples of this type of 
audit. 

As might be expected, the approaches to determining the fre- 
quency of these two types of audits are quite different. The general 
rule for the first group, which includes such basic audits as accounts 
payable, accounts receivable, inventories, and payrolls, is to cover 
them once each year. There is, however, no general rule to cover 
the second group except to assume that they are made as often as 
necessary. Quite often, when we start a new type of operational 
audit, we keep hammering at it until everyone feels that things are 
going well. At that point we may consider scheduling the audit on a 
periodical basis. 

Of course, the frequency with which we can perform certain 
audits is affected by the requirements of the over-all program and 
the number of auditors available. The over-all audit program is 
prepared on an annual basis. It is classified as to type of audit and 
location, and it is stated in terms of estimated man-hours based on 
past experience. In other words, each audit is budgeted as to time, 
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and a time record of each audit will reveal how the time was spent, 
classified as to field work, writing the report, and clearance and 
issue. It will show the overrun or underrun of time, and weekly 
time reports will explain these deviations from budget. 

After the audit report has been written and cleared at all levels of 
divisional management, it is addressed by the auditor in charge 
to his district audit supervisor, who, in turn, addresses a summary 
letter to the divisional controller. Everyone in the division who is 
concerned with the audit findings receives a copy of the audit 
report. Sufficient copies of each audit report are then sent to the 
director of the Audit Division by each district supervisor. In some 
cases, complete audit reports will be forwarded on a selective basis 
by the director of Audits either to corporate department heads 
or to chairmen of committees. As I have already mentioned, 
selected audit reports are briefed and included in monthly reports 
to the executive vice-president—accounting and to the chairman of 
the Finance Committee. Periodic bulletins made up of these 
briefings are also forwarded to interested department heads. 

Copies of all audit reports are sent to our public accountants, 
who also receive copies of monthly letters sent bv district audit 
supervisors to divisional controllers, which brief important audits 
and list audits completed during the month as well as those in 
progress. In this manner, we keep our public accountants currently 
informed of the nature of our findings and of the extent of our 
audit coverage. Duplication of effort is also avoided, especially 
in such audit work as the confirmation of receivables aud the ob- 
servance and verification of physical inventories. This relationship 
is a two-way street: we receive from them copies of their detailed 
interim reports covering their reviews of our various plant and 
office records; we also refer to their working papers from time to 
time, as desired. 

Follow-up on audit recommendations may be roughly divided 
into two categories. First, the audit recommendations of a prior 
audit are always reviewed for compliance during a subsequent 
audit. Second, our method of audit-report distribution provides 
for a complete follow-up through the channels of line supervision, 
extending all the way from the divisional levels up to the top de- 
partment heads of the corporation. 
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SELECTION AND TRAINING OF PERSONNEL 


Another interesting administrative consideration has to do 
with the selection and training of audit personnel. In recruiting 
people for auditing, we do not confine ourselves to any one par- 
ticular source of supply. In recent years, however, we have been 
getting an increasing number of people through the recruiting pro- 
gram of our Organization Planning Division. These recruits may 
be college graduates who have been given several years of rotation 
training in the steel-mill accounting offices. These men start as 
juniors. We also receive men recruited direct from college, and they 
start as audit trainees. From time to time, we also like to get men 
who have had several years of experience in public accounting. 
Occasionally, men may be transferred to us from line accounting 
and methods and procedure responsibilities. 

This covers the movement into the Audit Division. Now, what 
about the movement of auditors into line accounting duties or 

other departments of the business? Let me assure the reader that 
auditing is not considered a career assignment in U.S. Steel. There 
will always be some men who, as a matter of personal preference, 
will want to stay in auditing, and there are enough of these to 
provide a constant skeleton force of experienced auditors. The 
others, at various stages in their tours of duty, are given plenty of 
opportunity to transfer into line accounting and other staff respon- 
sibilities, such as cost and statistics and methods and procedures. 
Treasury Department responsibilities, including credit and collec- 
tion units, will also receive their share. Of course, being accountants 
by training, our auditors will find more opportunities open to them 
in the Accounting and Treasury Departments. Occasionally, how- 
ever, they do find opportunities in other departments. 

In closing, let me say that I realize that my remarks are primarily 
concerned with the trend of auditing in my own company. The 
direction it has taken has been dictated, in respect to the details 
of administration, by the type of business and organization we have 
had over the years. But I believe that the principles involved are 

the same, whether we are talking about a large business organiza- 
tion or the much larger business of running our government. 


Herschel C. Walling 


Technical Accounting 


Developments 


IMPROVEMENT OF FINANCIAL MANAGEMENT 


A new Office of Accounting was established in the Bureau of the 
Budget in April 1956 to develop and promulgate an over-all plan 
for accounting and reporting, consistent with the broad policies 
and standards prescribed by the comptroller general and to ex- 
pedite, guide, and assist in the introduction of modern accounting 
methods in the executive agencies. This office will operate within 
the framework of the Joint Accounting Improvement Program of 
the General Accounting Office, Treasury Department and Bureau 
of the Budget, which has been in active operation since 1948. 

The Bureau of the Budget has issued Bulletin No. 57-5, dated 
October 10, 1956, with an attached fifty-two-page pamphlet, Im- 
provement of Financial Management in the Federal Government. 
Copies were sent by the Bureau to the members of the Federal 
Government Accountants Association. 

The bulletin described general requirements for the develop- 
ment by each executive agency of a planned program and time 
schedule for the improvement of its financial management, to be 
submitted not later than March 31, 1957. The pamphlet was pre- 
pared as a guide for the agencies in developing their programs. The 
Bureau of the Budget, the General Accounting Office, and the 
Treasury Department will review the programs submitted and will 
hold a joint meeting with each agency to review its plans and to 
make arrangements for a periodic review of progress in relation to 
the established targets. 
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This program to improve financial management has evolved over 
( a period of nearly ten years. The first Hoover Commission recom- 
mended that the budget be placed on a performance basis, present- 
ing the estimates in terms of costs classified by activities and pro- 
grams. Major classifications by activities were used for each appro- 
priation in the 1951 budget. At the request of the appropriation 
committees of Congress, surveys were made of these activity classifi- 
cations, and the accounting support for the budget data was clas- 
sified on this basis. Refinements have since been made in these 
classifications. Progress has also been made in simplifying the appro- 
priation structure and in presenting the budget data on the cost 
basis. 

The second Hoover Commission endorsed the direction of these 
improvements but criticized somewhat the rate of progress. It 
suggested that the executive branch take more aggressive leadership 
in speeding up the progress. The last Congress enacted Public Law 
863, approved August 1, 1956, to implement most of the recom- 
mendations of the commission. This act requires accrual account- 
ing, cost budgeting, simplification of the allotment structure, and 
consistent classifications for budgeting and accounting synchro- 
nized with organization units. Budget Bulletin No. 57-5 provides 
the guide and impetus for improvements along these lines. 


TRAVEL EXPENSES 


The comptroller general rendered a decision on the legality and 
propriety of the acceptance and utilization of gifts in the form of 
travel expenses of National Bureau of Standards employees 
(B-128527, October 2, 1956). The work of the Bureau requires close 
consulting relationships with private research and other industry 
groups. These groups sometimes desire to provide the transporta- 
tion and subsistence expenses of the Bureau employees. 

The Bureau is specifically authorized by law to accept gifts in 
connection with its operations. When paid in cash, they must be 
administered in accordance with existing laws pertaining to public 
moneys. Payments by the Bureau to its employees of travel and 
subsistence expenses must be made pursuant to the Travel Expense 
Act of 1949 and the Standardized Government Travel Regulations. 
The law provides that no person, association, or corporation may 
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supplement the salary of any government employee for official 
services performed by him (18 U.S.C. 1914). Donations of cash to 
employees by private sources are, therefore, prohibited, even 
though the money is to be used to purchase transportation tickets 
or hotel accommodations. However, such services in kind may be 
utilized by Bureau employees under the close consulting relation- 
ships between it and the private research and other industry groups. 
The per diem payable to the employees under the Travel Expense 
Act of 1949 should be adjusted accordingly. The Bureau was re- 
quired, however, to maintain an account showing the value of 
donations received, including an estimate of services furnished in 
kind, during each fiscal year. 


PAYMENT FOR OFFICIAL MAIL 


The comptroller general has ruled that arrangements between 
the Post Office Department and other departments and agencies for 
the payment of postage on official mail weighing over four pounds 
on the basis of periodic samplings rather than on the basis of pre- 
payment and stamping the mail are legally proper (B-129006, 
November 1, 1956). Congress, in an effort to provide a simplified 
and economical method of reimbursing the Post Office Department 
for the cost of handling penalty mail, has sanctioned lump-sum 
payment therefor on the basis of an “equivalent amount of postage 
due” developed by periodic sampling. It reasonably follows that 
Congress is no less concerned with the efficient and economical 
handling of official mail weighing over four pounds and that it 
would not disapprove application of the same procedure to this 
class of mail. It was observed that these payments are between 
agencies of the government and that an excessive payment, by the 
use of the sampling method, will not result in a financial loss to 
the United States. 


SURVEY OF ELECTRONIC COMPUTERS 


The General Accounting Office is conducting a survey of the 
present and planned uses of Electronic Data Processing Equipment 
in the financial management operations of the government. This 
survey is to determine the progress of office automation in the 
government and its effect on financial management. It is expected 
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that criteria will be developed for use in revising accounting and 
auditing requirements. 


C.P.A. REVIEW COURSE 


The General Accounting Office is conducting a C.P.A. review 
course after hours and on Saturdays for employees interested in 
taking the C.P.A. examination in May 1957. It is given by corre- 
spondence for those who are traveling outside Washington or 
working in the regional offices. Nearly three hundred are enrolled 
for the course, about one-third by correspondence. 


PROPOSED AND PENDING LEGISLATION 


One of the functions of the Bureau of the Budget is the co- 
ordination and clearance of legislative proposals originating within 
the executive branch and of agency reports on pending legislation. 
For this purpose, the Bureau obtains the views of the agencies con- 
cerned and advises the agencies of the relationship of the proposal 
or bill to the President’s program. The instructions to the agencies 
for submitting reports and recommendations to the Bureau on 
proposed and pending legislation are contained in Budget Circular 
No. A-19. 

This circular was revised as of September 12, 1956, to include 
the requirement of Public Law 801, 84th Congress, that certain 
additional information be furnished on proposed or pending legis- 
lation entailing the annual expenditure of appropriated funds in 
excess of $1,000,000. The additional information required is the 
estimated maximum additional man-years of civilian employment, 
by general categories of positions, and expenditures for personal 
services and for other purposes. 


TRAVEL REGULATIONS 


The Standardized Government Travel Regulations booklet was 
revised by the Bureau of the Budget effective August 1, 1956. The 
revised regulations authorize agencies to require travelers to pur- 
chase, and obtain reimbursement for, transportation costing fifteen 
dollars or less, plus tax. Receipts in support of claims for expenses 
other than for subsistence will be required only for items in excess 
of fifteen dollars, rather than the former limit of three dollars. 


TECHNICAL DEVELOPMENTS "7 


and These are the principal but not the only changes made by the new 
Regulations. (See Budget Circular No. A-7.) i 


RETIREMENT DEDUCTIONS 


view Public Law 854, approved July 31, 1956, requires that appropria- 
d in tions and funds pay into the Civil Service Retirement Fund an 
orre- amount equal to the deductions from employees’ earnings begin- 
1 or ning with the first full pay period in fiscal year 1958. Obligations 
led are to be incurred for these costs at the time employees’ salaries are 


earned. These contributions are to be classified as a separate sub- 
object, “Contribution to retirement fund,” in object class 11, 
“Grants, subsidies and contributions.” Heretofore an appropria- 
- CO- tion has been made from time to time to cover the government's 
contribution to the Retirement Fund. 
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Book Review 


Eric L. Kohler and Howard W. Wright. Accounting in the Federal 
Government. Englewood Cliffs, New Jersey: Prentice-Hall, Inc., 1956. 
291 pp. $5.50. 


Any reader who has attempted to cope with the mass of official litera- 
ture dealing with accounting in the federal government is aware of the 
difficulties of ascertaining what materials are available, locating copies, 
and determining the applicability or import of the particular docu- 
ments he may have succeeded in locating. There are statutes, congres- 
sional reports, comptroller general’s decisions, central agency regula- 
tions, circulars and bulletins, departmental regulations and orders, and 
bureau and office regulations and manuals, all in abundance, but 
unfortunately there is no general guide to this profusion of documents, 
and not many of the documents are conveniently available to the 
average accountant. Apart from these source documents, we have only 
articles scattered through a variety of periodicals, principally The 
Federal Accountant. 

Now there is available a comprehensive volume to which accountants 
may turn in their need for information on the subject of accounting in 
the federal government. Kohler and Wright have rendered their fellow 
accountants an important service by combining into a single volume the 
wealth of material presented in their Accounting in the Federal Govern- 
ment. Their coverage of recent federal accounting developments is ex- 
cellent, and their contribution appears at a time when professional in- 
terest in this subject is at an all-time high. 

As the title of their volume would indicate, the authors view account- 
ing in the federal government in terms of the application of the basic 
concepts and techniques of the accounting profession to the largest 
organization in the United States—the federal government. They 
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speak in terms of “a common set of principles basic and beneficial to 
business and government.” In their opinion, federal accounting (if one 
may be permitted to use a term the authors themselves seem carefully 
to avoid) is not a separate branch or field of accounting in the sense cost 
accounting and systems accounting are separate branches or fields char- 
acterized by separate concepts and specialized approaches. With this we 
all must agree because accountants in the federal government are en- 
gaged, certainly not in developing a new branch or field of accounting, 
but in applying the concepts and techniques of their profession to the 
management needs of the organization which they serve. 

Thus oriented, the volume deals primarily with problems confronting 
the accountants of federal agencies in their role as members of the 
management team. It opens with a brief discussion of the development 
and present status of accounting in the federal government (15 pages); 
then, for background information, presents a summary of characteristic 
practices found in the accounts of a majority of state and local govern- 
ments (53 pages); next describes the accounting and the accounting- 
related functions of the three central fiscal agencies—the General Ac- 
counting Office, the Bureau of the Budget, and the Treasury Depart- 
ment (73 pages); and for the remaining half of the volume covers 
the following topics: 


Chapter 8 Management Controls 14 pages 
9 Transaction Controls 22 pages 
10 Accounting for Costs 26 pages 
11 Internal Auditing 10 pages 
12 Revolving Funds 14 pages 
13 Property Accounting 15 pages 
14 Construction Accounting 12 pages 
15 Purchasing 20 pages 


Of particular significance is the management-minded approach the 
authors take to the topics covered. Emphasis throughout the volume 
is on the relation of accounting to management needs, and most of the 
accounting processes are explained in terms of the management func- 
tions they serve. Typical of this approach is the very excellent section 
on accounting and management beginning on page 11, in which the 
authors point out: 

As in business, accounting in government has come to be regarded as an essential 
tool for those responsible for the success with which any organization, whatever its 
form, is conducted. It supplies a means of communication—a common language— 
between the different levels of management and between management and those 
to whom management must report. It adds to the feasibility of delegating manage- 


we 
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ment functions to small operating units throughout the organizational structure 
(a feature of modern management technique) by providing a convenient, easily 
understood basis for setting predetermined standards and a ready means of measuring 
performance in terms of variances from such standards. A well-devised, competently 
operated accounting system also expedites transactions, minimizes the possibility of 
errors, irregularities, and frauds, and supplies prompt information in useful form 
for a variety of purposes. 

Another outstanding feature is the very commendable coverage ac- 
corded the recent Hoover Commission recommendations under the 
various chapters to which they relate. The authors have arranged the 
commission’s twenty-five recommendations on budget and accounting in 
groups which facilitate a ready understanding of their significance and 
have simplified the formal wording so as to focus greater attention on 
the reasoning and intent of the commission. This treatment is skillfully 
executed and has been made even more effective by virtue of the 
authors’ evaluation of the progress being made in implementing the 
commission’s major recommendations. 

Perhaps the most noteworthy single chapter is the one dealing with 
accounting for costs and cost-basis budgeting, Chapter 10. This chapter 
discusses some of the practical problems of agency accounting and 
explains how they are affected by the character of the controls agency 
managements seek to exercise. In this chapter, and elsewhere generally, 
“activity accounting” is stressed as the principal mechanism whereby 
costs can be accumulated according to the smallest definable organiza- 
tional and functional segments and responsibility can be fixed on 
specific individuals for variances between estimated and actual. The 
authors’ explanation of cost-basis accounting and budgeting is lucid 
and timely. It should assist any reader in gaining a better understanding 
of the objectives sought by the second Hoover Commission in recom- 
mending that the cost basis be adopted as standard throughout the 
federal government. 

One of the features of Chapter 10 is a series of illustrative statements 
portraying the relationships between the ledger accounts and the ar- 
rangement of ledger data in the various financial statements required 
for budgetary and other management purposes. These statements are 
invaluable in providing a grasp of the basic mechanics underlying 
an integrated accounting system of the type favored by most advocates 
of the cost-basis approach to budgeting and accounting. 

Somewhat unrealistic at the present stage of accounting progress 
within the federal government is the authors’ view that there remain 
few, if any, basic issues of a controversial nature. All of the explanatory 
sections of the text follow what probably are the most commonly 
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favored techniques for implementing the second Hoover Commission’s 
cost-basis recommendation, but those techniques scarcely can be termed 
noncontroversial in view of the strong stand taken against them by the 
Department of Defense, which has proposed other means of imple- 
menting the commission’s recommendations. More than one-half the 
expenditures of the federal government are managed under concepts 
and procedures established by this department. Likewise, while the 
legislation enacted in the summer of 1956 may have been noncontrover- 
sial, that legislation stopped well short of the more far-reaching pro- 
posals advocated by the Hoover Commission and introduced in Con- 
gress but which failed of enactment because they proved to be too 
controversial. It may be that the authors view the most controversial 
issue of the original proposal—the accrued-expenditure basis of budget- 
ing—as a matter apart from accounting, but to the reviewer that issue 
is inseparably and importantly associated with accounting and the 
direction accounting development is to take in federal financial manage- 
ment. 

The authors’ handling of the fund concept also leaves something 
to be desired. In the second chapter they quote with seeming approval 
the definition sponsored by the National Committee on Governmental 
Accounting (formerly the National Committee on Municipal Account- 
ing) but imply that that definition has application only to accounting 
on the local government level. Later, in Chapter 7, the authors include 
a section which purports to deal with the distinction between federal 
funds and those of local governments, but no definition is submitted 
for a fund as the concept is deemed to exist in the federal government. 
The authors do state that “in Federal-Government accounting an 
agency is the accounting entity,” but what is a fund? Do the authors 
agree with the comptroller general’s definition tentatively advanced 
several years ago in his Statement of Principles and Standards? Or do 
they prefer the reworded definition proposed by the Research Com- 
mittee of the Federal Government Accountants Association in a report 
published in the June 1954 issue of The Federal Accountant? Or do 
they perhaps favor the view held by other authorities that each appro- 
priation constitutes in itself a fund? It can be surmised that they reject 
this latter view, but they fail either to take a stand of their own or to 
present for the reader’s choice the differing views advanced on various 
occasions by others. 

Another area susceptible to improvement is the treatment of such 
topics as programming, budgeting, and budgetary control techniques. 
There is an urgent need for better techniques in these areas of financial 
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management and for a better co-ordination of these techniques with 
those of accounting. The importance of integrated budgeting and ac- 
counting within the framework of a single account classification is 
stressed at a number of points throughout the volume, but, with the pos- 
sible exception of the chapter on construction accounting, little is 
offered in the way of guidance on operating budgets, problems of con- 
trol where long-time procurement is a major factor, rotating pools of 
military and other capital equipment, at times in use and at times in 
reserve—all of which pose difficulties of some magnitude in a number of 
the larger federal agencies at the present time. 

The most disappointing deficiency is the absence of a chapter dealing 
with basic principles. Basic principles are essential to the understanding 
of a subject, and an authoritative summary presentation of principles in 
the field of federal accounting has long been needed. While the develop- 
ment of a statement of principles is unfortunately highly controversial, 
some work has been done along these lines, and the authors forfeited a 
unique opportunity for further service through their neglect of this 
important aspect of the subject with which they deal. At no point do 
the authors mention or even list in their bibliography the best article 
published to date on the subject, the one prepared by Mr. Howard W. 
Bordner which appeared in the September 1954 issue of The Federal 
Accountant. 

Other aspects of the text which might be strengthened in any re- 
vision, including several suggestions for additions which in the re- 
viewer’s opinion would improve the usefulness of the volumes, are: 

(1) Inclusion of an appendix setting forth definitions of terms peculiar 
to federal accounting. 

(2) Identifying published papers listed in the bibliography by citing 
the publications in which they appeared, since publications generally 
are more readily located than papers, particularly after the passage of 
time. 

(3) Publishing the principal provisions of the basic statutes that 
control financial management in the federal government. 

(4) Improving the accuracy and coverage of the index, where, for 
example, the highly significant discussion of funds on page 123 is not 
referenced under funds, nor is the first Vortex Illustration in Chapter 
6, while the second begins on page 187, not on page 188 as listed in the 
index. 

(5) Eliminating the occasional minor errors that exist, such as “cen- 
tral” for “general” on page viii, “principle” for “principal” on page 239, 
and “government” for “governmental” twice on page 282. 
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Some of these suggestions would increase the number of pages in the 
volume, but if printing costs are a problem the three chapters on 
municipal accounting could be eliminated without appreciably de- 
creasing its usefulness. The municipal accounting summary adds little, 
if anything, to the authors’ presentation of accounting in the federal 
government, and the extent to which the federal scheme of accounting 
may have arisen from the same sources is at least problematical. 

All in all, accountants having some experience with accounting in 
the federal government will have little difficulty in grasping or in 
properly relating the different components of the federal accounting 
system covered in the volume. Others, and particularly students, prob- 
ably will find it difficult to acquire a grasp of the various components of 
the accounting system and their integration into a whole because the 
material is not presented in a manner which facilitates a step-by-step 
build-up to a total picture. From a teachability standpoint this would 
constitute a handicap, but it must be remembered that Kohler and 
Wright have the only text available for those offering a course on federal 
accounting. Of particular interest to members of the teaching profes- 
sion is the accompanying problems manual. This manual has not yet 
been released by the publisher at the time of this review (December 
1956) but, it is understood, shortly will be available with solutions for 
use in training programs. 

No review of the first comprehensive volume on accounting in the 
federal government would be complete without extending heartiest 
congratulations to the authors. They have achieved an important “first” 
and are deserving of our warmest praise and thanks. While this first 
edition is not without some aspects which might be improved, it has 
fewer shortcomings than most works of a pioneering nature. And any 
appraisal, moreover, must take into account the changing status of the 
subject with which the authors deal and the many still unresolved 
problems with which all of us in the field of federal accounting are 
attempting to cope. 

May Accounting in the Federal Government have great success and 
run through many editions, for the more who read and profit from the 
views of authors of such high standing as Kohler and Wright the sooner 
the problems now confronting us will have ceased to be problems. 


Epwin J. B. Lewis 


Bureau of Aeronautics, Navy Department, and 
The School of Government of 
The George Washington University 
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Current Books and Articles 


BOOKS 


American Institute of Accountants. Accounting Trends and Techniques 
in Published Corporate Annual Reports, 10th edition. New York: 
The Institute, 1956. 272 pp. $15.00. 


In 1946 the Research Department of the American Institute of Ac- 
countants inaugurated its annual cumulative studies of current prac- 
tice and trends in the content and presentation of published annual 
reports of American corporations. This new edition is a comprehensive 
summary of present practice and a cumulative analysis for the past 
decade. 


Carey, John L. Professional Ethics of Certified Public Accountants. New 
York: American Institute of Accountants, 1956. 233 pp. $3.00 
paper; $4.00 cloth. 


This is a revision and expansion of the recognized reference volume 
on the subject, published in 1946. The first chapter is reprinted in 
the Journal of Accountancy for November 1956, pp. 38-41. 


Lasser, J. K., editor. Standard Handbook for Accountants. New York: 
McGraw-Hill Book Co., 1956. 1,431 pp. $15.00. 


Written by sixty-two accounting experts, this work is listed by the 
publishers as “a modern encyclopedia of auditing, cost control, manage- 
ment, systems design, forecasting, operation of the accounting office, and 
other phases of business planning.” 


Michigan Association of Certified Public Accountants, Committee on 

Professional Education. Guides to a Practical Staff Training Program. 
Detroit: The Association, 1956. Reprinted in the Journal of Ac- 
countancy (Students Department), (December 1956), 70-75. 
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This guide was developed to assist public accounting practitioners in 
establishing a coherent systematic staff training program. It will be 
helpful to internal audit and accounting offices in federal agencies. 
It covers the indoctrination of the new junior into the firm and the 
profession, on-the-job training in his day-to-day work, staff training 
group meetings, and participation in professional activities. Suggestions 
are offered for planning group meetings composed largely of young 
inexperienced men and also for groups of more experienced men. 


Williams, Robert I., and Lillian Doris, editors. Encyclopedia of Ac- 
counting Systems. New York: Prentice-Hall, Inc., 1956. 5 vols.; 
$12.50 per volume. 


Describing the accounting systems of sixty-seven types of businesses 
which have unique accounting practices and problems, this encyclo- 
pedia presents the essential practices peculiar to each business under the 
headings: industry characteristics that affect the accounting system, 
functional organization, principles and objectives of the system, chart 
of accounts and books of account, distribution costs system, procedural 
peculiarities, production and cost system, time and payroll systems, 
plant and equipment records—depreciation, reports to management, 
special devices to reduce record keeping, and modifications for a small 
business. (Individual volumes may be purchased separately.) 


ARTICLES 


Bedford, Norton M. “The Nature of Business Costs: General Concepts,” 
Accounting Review, 32 (January 1957), 8-14. 


The Cost Committee of the American Accounting Association has 
developed a “Tentative Statement of Cost Concepts Underlying Reports 
for Management Purposes” (published in the Accounting Review, 31 
[April 1956] 182-193). Mr. Bedford, the chairman of the Cost Com- 
mittee, discusses some of the thinking of the committee, in developing 
this tentative statement, in a paper presented at the annual meeting of 
the Association on August 29, 1956, and cited above. 


Byrne, Gilbert R. “The Independent Auditor and Internal Control,” 
Journal of Accountancy, 103 (January 1957), 41-46. 


This article presents the thesis that there are three major classifica- 
tions of internal control, with respect to each of which the independent 
auditor’s responsibilities differ materially: internal administrative con- 
trol, internal accounting control, and internal check. 
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Gaynor, E. W. “The Application of Statistical Sampling Techniques to 
Auditing,” The Internal Auditor, 13 (December 1956), 11-27. 


A few basic concepts related to statistical sampling techniques are 
briefly reviewed, and the use of statistical sampling plans in auditing 
is discussed. The author outlines the methods by which sampling en- 
ables the auditor to reach the point of decision sooner and with greater 
confidence than with less scientific methods of testing. 


Hunt, Alfred L. “Maximum Value from Auditing,” The Internal 
Auditor, 13 (September 1956), 50-60. 


Mr. Hunt briefly discusses seven ways of increasing the quality and 
seven ways of decreasing the cost of audits, internal or external. 


Hylton, Delmer P. “Needed: More Informative and Understandable 
Financial Statements from Governmental Units,” Accounting Re- 
view, 32 (January 1957), 51-54. 


Mr. Hylton criticizes the typical report of a typical municipality as 
not understandable to the taxpayers because of the division of the 
operations and financial statements into legal and financial (fund) 
entities. He suggests that the published balance sheet be prepared in 
consolidated form, showing the separate fund balances in the equity 
section, and that a consolidated statement of revenues received and 
costs of services rendered be included in the published report, showing 
the surplus or deficit both before and after depreciation. 


Murray, Edwards B. “An Approach to Procurement Audits,” The In- 
ternal Auditor, 13 (September 1956), 6-14. 


The approach of the internal auditor to a procurement audit is 
highlighted and illustrated. Mr. Murray covers briefly accounting con- 
trols over payment to vendors, physical control of purchased materials, 
and ordering and purchasing controls with respect to quantity, specifi- 
cations, prices, and terms. 


Vanderbeek, A. J. “Keeping Useful Records of Government-Owned 
Equipment,” N.A.C.A. Bulletin, 38 (September 1956), 83-86. 


The procedures for purchasing machine equipment for the govern- 
ment by a contractor and the property records maintained for govern- 
ment-owned equipment are very briefly described. 
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